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PREFACE TO THE FIRST EDITION 

This book deals, not with the subject of international trade 
in its entirety, but with the plans of payment and the methods 
of banking and financing followed in that trade. It treats of 
"foreign exchange" in the narrower and, at the same time, 
conventional sense, as meaning the commercial paper of inter- 
national trade, or the checks, drafts, and bills utilized therein. 
By means of these instruments, importers and exporters man- 
age, through the aid of the bankers for foreign commerce, not 
only to settle their accounts, that is, to make and collect pay- 
ments, but also to finance their shipments, which is something 
quite distinct. Stated briefly, the subjects of study in this 
volume are the methods of proceedings and the forms or docu- 
ments of foreign-trade settlement, banking, and financing. Be- 
longing with these, the international movement of gold and the 
measures taken to influence it are examined at length. The 
contemporary expansion of American foreign trade and the 
entry of American banks into the foreign field adds much to 
the importance of these matters with us today. 

It is hoped that the book will prove useful, not only to those 
following foreign trade and banking as business callings, but 
to all students of the questions of national policy that arise out 
of foreign commerce. In its endeavor to serve the former, the 
volume presents itself as a practical business manual, while 
to the latter it comes as a treatise in economics. The union 
of these two has not appeared in the end to be detrimental 
to either. Most that is told herein is worth the economist's 
knowing, and in any case the organization is such that sections 
dealing with matters of an overtechnical character may readily 
be omitted. It is particularly desired that this work should 
find employment as a text in a full and independent course 
on foreign exchange in university departments of economics 
or of commerce and business administration, where heretofore 
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the subject has usually been handled in an incidental way in 
the general course or in the course on money and banking. 
As a business manual the book in no wise sets up the claim 
that it will give a complete practical education to the one who 
is to enter the field of business of which it treats. For any 
book to make such a claim would be tantamount to a jest. 
What it should do is to enable the one who studies it to profit 
most from the lessons of experience, his real teacher. 

A. C. W. 



PREFACE TO THE SECOND EDITION 

The production of the second edition has required, with the 
alteration and elimination of old materials and the introduc- 
tion of new, the rewriting of about two-thirds of the book. 
The length of the whole has been substantially reduced, but 
without sacrificing anything in interest or clarity. 

The rapid and extensive developments in the field of com- 
mercial credits during and after the war have made necessary 
three chapters on this subject, two of which are entirely new. 
Also the swift and surprising changes which recent years have 
witnessed in national monetary systems have greatly affected 
the part of the book devoted to monetary standards in relation 
to exchange rates. New sections have likewise been needed on 
methods of quoting rates, on the gold-bar standard, on central 
bank methods and measures in dealing with the exchanges and 
the gold movement, on the so-called sterilization of gold, 
as well as on the war and the exchanges, the silver and the 
paper exchanges, the "purchasing power parity" theory, export 
and import bounty effects of shifting exchanges, etc. 

In the exercise of the privilege of choosing his field, the 
author has omitted any systematic treatment of the history 
of the exchanges during and after the World War. Such a 
history presented in faithful and concrete detail would prove 
extremely burdensome and much less useful than many might 
suppose. The author has also thought it best not to take up 
the war-time problems of reparations and intergovernmental 
debts. The Dawes and Young plans and the "transfer" prob- 
lem constitute a subject matter which bulks too large for 
advantageous handling in this text. As for the Bank for 
International Settlements, this institution has not as yet played 
a role of consequence in the field in which the present 
studies lie. 

A. C. W. 
ix 
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FOREIGN EXCHANGE 

CHAPTER I 
MEANS OF PAYMENT AND COMMERCIAL PAPER 

§1. The subject and plan of the book. — The word "ex- 
change" is used in a broad sense as a synonym for trade or 
commerce. It also signifies a place or building where a par- 
ticular kind of trade is carried on, as a stock exchange or a 
cotton exchange. The word has still another meaning, the 
meaning, for example, which attaches to it in such phrases as 
"New York exchange" or "sterling exchange." Here it refers 
to that class of written orders to pay money, known legally 
as bills of exchange, drawn by merchants or bankers at one 
geographical point upon those at other points, which are used 
so much oftener than money itself as a means of making 
payments or settling indebtedness between distant places. In 
good usage, "exchange" has come to have only this special 
and narrow banking signification when it appears in the 
phrase "foreign exchange." That is, "foreign exchange" does 
not usually mean international trade. So this book, like 
others on foreign exchange or the foreign exchanges, is not 
occupied with international commerce in general, but merely 
with one of its incidents, namely, the system by means of 
which the world of business discharges the debts that arise 
out of this commerce. In a word, it is devoted to the subject 
of international means of payment. 

The present work is in part a business manual and in part 
a treatise in political economy. Despite its considerable 
length it is far from exhaustive in either division. As a 
business manual, it will necessarily discuss banking and busi- 
ness documents and procedures with much greater particular- 
ity than would a mere work in political economy. However, 

1 



2 FOREIGN EXCHANGE 

in the character of business manual it holds itself forth only 
as a work of an elementary and general nature, since it omits 
a great deal that a book might offer upon the accountancy 
and management of the foreign departments of banks and 
upon the technics of importing and exporting. 1 Let it be 
understood, this work is not presented to the reader upon 
any false theory that book learning in their fields is essential 
to business practitioners. Experience has been and is their 
teacher, in the usual course their sole teacher. Book learning 
is a minor aid. 

§ 2. Money and means of payment. — In the ordinary trans- 
action of purchase and sale, we think of the buyer as being 
obligated to make payment to the seller in money, although 
we know that he frequently settles (with the consent of the 
seller) by the use of a check or other credit substitute for 
actual money. But, in truth, the strict legal obligation of the 
buyer of goods for "money," that is, the buyer at an ordinary 
price without special stipulations as to the means of payment, 
is to pay what is known as legal tender. And only some of the 
things that are regularly known as money are also legal 
tender. In the United States, for instance, gold coin is both 
legal tender and money, while bank notes and silver certifi- 
cates are not full legal tender although they are undoubtedly 
money. We shall speak of legal tender in the third section. 

The term "money" has a somewhat variable meaning, de- 
pending on context, whether in legal, economic, or popular 
usage. Even the formal or set definitions given by economic 
writers differ in phraseology and substance. So it is not pos- 
sible to give a definition for which unanimous assent can be 
claimed. But one can be framed which will correctly describe 
what is usually called money in everyday life, and which will 
enable us to draw the lines between those means of payment 
employed in actual commerce that are best called money and 

1 Good examples of books that contain a wealth of detailed practical 
information in the field of the exchanges are Foreign Exchange Ac- 
counting by Christian Djorup, Technical Procedure in Exporting and 
Importing by M. S. Rosenthal, and Export Credits and Collections by 
G. C. Poole. 
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those that are not, and which will bring out certain items of 
information worth knowing. We may then offer the follow- 
ing: Money is that article, or group of articles, which is cus- 
tomarily passed from hand to hand throughout a community 
in payment for ordinary commodities and services, thus acting 
as a medium for exchanging these commodities and services 
(1) that is regularly taken by the person who receives it with- 
out the intention of applying it to any other use than in 
turn to offer it in payment to others, and (2) that is custom- 
arily received without assay or other special test of its quality 
or quantity, and (3) that is received without reference to or 
reliance upon the personal credit of the one who offers it. 2 

The tabulation on page 4 shows the chief means of payment 
in use in the United States and indicates which are money. 

While gold bullion is sometimes referred to as the "inter- 
national money" par excellence, it is not money, strictly speak- 
ing, for it has to be weighed and assayed or subjected to 
special tests as it is passed. It is the most important money 
material and is the practically final means of payment be- 
tween different countries, including many countries not on the 
gold standard. It has the important peculiarity of having a 
virtually invariable money price per ounce (or other physical 
unit) in any gold-standard country and this is what gives it 
its primacy as a means of international payment. Commercial 
paper or negotiable instruments are excluded from the category 
of money on the grounds that these means of payment regu- 
larly involve the right of "personal recourse" 8 of the receiver 
upon the giver. In other words, they are taken with strict 
reference to the personal credit of those who have created them 

2 Substantially this definition may be found in Francis A. Walker, 
Money, p. 395 ; and in an article by A. P. Andrew, Quarterly Journal of 
Economics, Vol. 13, p. 219; and in a decision of court in Moss v. Han- 
cock [1899], 2 Q. B. 116, cited in the article on Money in the American 
and English Encyclopedia of Law, Vol. 20, p. 838. It is not to be 
inferred that there is any single authoritative definition of money in a 
legal sense. What the term is construed to mean when occurring in 
indictments or documents which appear in civil cases, depends on cir- 
cumstances. See the word "money" in Words and Phrases Judicially 
Defined. 

a See later, § 12. 
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Chief Means op Payment in the United States 



Bullion 
but NOT 
Money 



Money 



Commercial 
Paper 



Gold bullion 



U. S. gold coin 
U. S. silver dollar 
U. S. "subsidiary silver" coin 
U. S. "minor coin" (5<f, W) 
U. S. gold certificates 
U. S. silver certificates 
U. S. treasury notes (green- 
backs) 
National bank notes 
Federal Reserve Bank notes 
Federal Reserve notes 

( Cashiers' and certified checks of 
banks, and certificates of deposit 
Bankers' drafts on other banks 
Drafts of merchants on banks 

under letters of credit 
Depositors' checks on banks 
Merchant's drafts on merchants 



Legal tender 
powers between 
private persons 

None 



Full 

Full" 

Up to $10 5 

Up to 25tf 6 

Full 

None 

Full 

None 
None 
None 



None 
None 

None 
None 
None 



and who have handled them before they come to the one re- 
ceiving them. They do not have the universal acceptableness 
of those things that are truly money, and this is clearly the 
reason why they are not regarded as money by people gen- 
erally. That these instruments are always orders or promises 
to pay something else is not the ground for excluding them 
from the category of money. Most forms of money are them- 
selves orders or promises to pay something else, for instance, 
gold certificates, silver certificates, bank notes, treasury notes, 
or even token coin. 6 Efforts to confine the term "money" to 

4 Silver dollars are legal tender in unlimited amounts in a single pay- 
ment "except where otherwise expressly stipulated in the contract." 

6 Subsidiary silver is legal tender not to exceed $10 in a single pay- 
ment. Minor coin is legal tender in single payments not to exceed 25#. 

6 Token coins generally throughout the world are convertible into 
standard money, and may be looked upon as metallic orders or promises 
to pay standard money. 
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the ultimate money of redemption, namely, that article which 
is not itself redeemable in anything else, as gold coin in a 
gold-standard country, or to confine it to coin, give definitions 
that have little utility and no correspondence with the usage 
of daily life. 

§ 3. Legal tender. — Legal tender may be defined as any 
article or medium which the law declares capable of discharg- 
ing an obligation to pay money. This applies to obligations 
expressed in the national "unit of value," as dollars in the 
United States and pounds in England. Person A may be 
under oral or written engagement to pay a legally determinate 
amount of money to B, their understanding being no more 
definite as regards the medium of payment than that "money" 
is due ; and A and B may have a dispute, at the time when A 
proffers payment, with respect to the medium in which A 
has a right to discharge his debt. To meet the necessities of 
such cases the law has provided what the things shall be that 
are capable of discharging obligations between private persons 
expressed in money. However, the law (the reference here 
being to the law of England- and the United States) does not 
call these things "money," or "legal money," or "lawful 
money," 7 but it calls them legal tender. 8 

If a creditor for money refuses to take legal tender proffered 
by the debtor when an account is due, the effect of the proffer, 
or "tender," is not to discharge the debt itself. That is, a 
rejected tender is not equivalent to payment. The effect is, 
however, to stop interest running on the debt and to relieve 
the debtor of liability for costs of collection. "A legal tender 
[tender is here used in the sense of the act of proffering] is 

7 The term "lawful money" does not have an invariable legal sig- 
nificance in the United States. It generally means any form of money 
issued by the United States, but its meaning in legal documents and 
statutes depends on context. It is sometimes used as a synonym for 
legal tender. See Words and Phrases Judicially Defined, p. 4031. 

8 Countries with other legal systems than that of England have what 
correspond to our laws of legal tender though they are not wholly 
similar in nature. A number of smaller countries make a practice of 
giving foreign moneys legal tender power at specified ratings in the 
local currency. 
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equivalent to payment as to all things that are incidental or 
consequential to the debt. The creditor, while not losing his 
rights to the prior debt itself by refusal of the tender, loses 
all collateral benefit and securities" (Words and Phrases 
Judicially Defined, p. 6910) . 9 In the event that, after his re- 
jection of the tender, the creditor later sues the debtor, the 
latter may plead in court that he has already made a tender 
and accompany this plea with a renewed offer to the court of 
the original sum due, and may thus escape the necessity of 
paying either costs or interests after the date of the original 
tender. To operate in this manner as a means of saving inter- 
est and costs, a tender must be "kept good," that is, the debtor 
must not allow the creditor to make a demand on him without 
being ready with a proffer of legal tender. The refusal of a 
creditor to accept an offered payment, though doubtless ex- 
ceedingly rare, might arise out of a dispute over the medium 
in which payment is to be made, or might be occasioned by the 
creditor's suspicion of a particular kind of money, or by special 
circumstances or captious motives. In any case, the creditor 
for money is, without prejudice to his rights, entitled to refuse 
to receive in payment checks or drafts or forms of money not 
legal tender. A method available to a debtor finally to rid 
himself of his obligation, after a rejected legal tender, is to 
pay the original sum due as on the maturity date, into court 
for the account of the creditor. Payment into the creditor's 
bank for his account may be substituted for this in some 
states. 

The original and proper reason for the existence of the law 
of legal tender is that it is a technical legal necessity for the 
discharge of certain kinds of private contracts. However, in 
many instances, where a state has conferred the legal tender 
power upon its paper money, the motive has been not so much 
to accommodate private citizens with another means of pay- 
ment, as to aid in forcing the circulation of the paper for the 
benefit of the state's own finances. 

As appears in the table, there are but four forms of money 

9 Compare also article on "Payment," American and English Encyclo- 
pedia of Law, Vol. 22, p. 538. 
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in the United States which have "full legal tender power," 
which means legal tender power between private parties in 
unlimited amounts in single payments. These are (1) gold 
coin, (2) silver dollars, (3) United States notes or greenbacks, 
c,:id (4) gold certificates. Subsidiary silver and minor coin 
have limited legal tender power. Other forms of money have 
special tender powers of one sort or another in considerable 
variety. To give one example, a national bank note is legal 
tender in payment of an obligation due any national bank, 
whether the bank that issued the note or any other national 
bank. Several forms of money have special legal tender powers 
in payment of taxes and dues owing to the Federal govern- 
ment itself. 

Where a contract for the payment of money expressly pro- 
vides for payment in a particular kind of money, the debtor 
cannot discharge his obligation (unless with the consent of the 
creditor) in any other form of money than that specified. 
Thus a note "payable in United States gold coin" cannot be 
discharged by the payment of silver dollars or greenbacks 
except by the consent of the creditor. Under the present 
monetary conditions of the United States, the only form of 
contract for a special kind of money, which is at all common, 
is one calling for payment "in United States gold coin." But 
the principle of law that a binding contract may be made for 
any special form of money is general in character and does 
not apply merely to gold. 

§ 4. Commercial paper. — In practice, sellers of goods and 
creditors in general almost never stand upon their strict legal 
rights to demand legal tender, or gold coin if the contract calls 
for the latter form of payment. But they readily take certain 
substitutes for these things, which, by reason of their being 
convertible into them, are regarded as equally good at the 
time and place. These substitutes may be forms of money 
that are not legal tender, or are not gold, or they may be 
forms of commercial paper. The latter term may be said to 
cover that entire mass of transferable written orders and prom- 
ises to pay money which we find circulating among merchants 
and banks as a means of discharging obligations which arise 
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in commerce. It includes bills, drafts, checks, and notes. 10 
There are, however, only two principal classes of commercial 
paper, namely, orders and promises to pay money. Those in- 
struments which are orders are, if drawn in a proper manner, 
called bills, or more fully, bills of exchange. The promises, if 
in proper form, are known as notes, or more fully, promissory 
notes. Checks * are merely a particular class of bills of ex- 
change. An instrument known as a draft is also almost always 
some type of bill of exchange. 

The volume of commercial paper in circulation reaches the 
enormous proportions that we find partly because of its 
superior convenience over money as a mere means of remit- 
tance. This is exemplified by the great serviceableness of a 
draft on a New York bank as an instrumentality by means 
of which a merchant, say, in Denver, may pay an amount due 
to one in Philadelphia or Boston or New York. This kind of 
convenience accounts in general for the use of all types of 
so-called sight or demand paper, that is to say, paper payable 
at sight or on demand. In great part, however, the extensive 
use of commercial paper is to be attributed to the further 
circumstance of the extreme utility of time paper, that is, 
paper payable a designated period after date or after sight, 
as a means of gaining the assistance of banks in the financing 
of commercial operations or operations in securities. Much 
of the present book will be devoted to the explanation of this 
subject. As is made clear in books on credit and banking, 
the effect of the employment of commercial paper as a sub- 
stitute for cash is not so much merely to postpone the transfer 
of actual money as in large part to do away with it. 

§ 5. The bill of exchange. — As already stated, the bill of 
exchange is an order to pay money. At first we shall be con- 
tent to learn the rudiments of the make-up and uses of this 
instrument. Discussion of documentary bills, and bills under 
a bank credit, and bills drawn on a foreign country for a 

10 The term "commercial paper" is, however, very commonly used 
in a narrower sense to include only term notes of mercantile and busi- 
ness houses offered by them for sale in city money markets, and thus 
to exclude other types of notes and also all drafts or bills of exchange. 
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sum stated in the money units of the home country or of a 
tftird country, and finance bills, and other such subjects, will 
come in due time. Beneath is an example of a simple form 
of bill: 





KK§k8^ -_VvMlE RECEIVED AND CHARGE THE SAME TO ACCOTTNT OF 



The three parties to this instrument are: 

A. B. Seller the "drawer." 

C. D. Buyer the "drawee." 

John Doe the "payee." 

The definition of a bill of exchange as given in the American 
Uniform Negotiable Instruments Law is "an unconditional 
order in writing addressed by one person to another, signed 
by the person giving it, requiring the person to whom it is 
addressed to pay on demand or at a fixed or determinable 
future time a sum certain in money to order or to bearer." 
This definition states briefly the requirements to which an 
instrument must conform if it is to be a negotiable bill. An 
order to pay money which fails to meet all these requirements 
cannot strictly be called a bill of exchange, but it would be 
an error to suppose that any precise formula of words is 
necessary to constitute a legally valid bill. In the specimen 
given above, omission of the last clause, "value received and 
charge to my account," would have no effect in this country 
to-day. The various printers' and engravers' embellishments 
on the common prepared blanks for checks, drafts, and other 
forms of bills, are without direct legal significance except for 
the words which they comprise. 

The drawer, or one who writes the order, gives directions 
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to the drawee to make a specified payment of money. He 
expects his instructions to be followed either because the 
drawee owes him as much money as the bill calls for or be- 
cause the drawee has agreed in advance (usually for a com- 
mission) to act as drawee or acceptor even without owing the 
drawer money. Often the drawer is the seller of goods and 
the drawee is the one who has bought them without as yet 
having made payment, that is, the drawer is a mercantile 
creditor and the drawee is his debtor in the case. We shall 
deal presently with the conditions under which the drawee 
becomes legally bound to pay or "honor" a bill. The payee is 
the person (individual, firm, corporation, or bank) to whom 
the payment is ordered made. This person may be the 
original payee named in the bill, or may be some party to 
whom the original payee has transferred the instrument. 
When the drawee makes payment on the bill, to the payee, 
he cancels his debt to the drawer, to the extent of the sum 
so paid. He discharges his debt not by payment direct to 
his original creditor, but by payment to a third party under 
the original creditor's orders. 

Mr. Seller is the drawer of the specimen bill shown above. 
The payee is John Doe. The clause "pay to the order of 
John Doe" has the same significance as "pay to John Doe 
or order," a form almost equally common, and means pay 
to John Doe or to any one to whom he in turn directs payment 
to be made. Now John Doe might be a banker or money 
broker or he might be an individual creditor of Mr. Seller's. 
In any case, if Seller gives Doe a bill which is payable some 
time in the future, it will be customary for Doe to receive the 
instrument as the equivalent of a sum of present cash some- 
what less than the full amount due on it at its maturity. Thus, 
on June 15th he might take the bill of our illustration, which 
presumably will yield $275 on the date of its maturity, as 
being the equivalent of, say, $272.25 of present cash. This 
subject, namely, the subject of the reduced present value of 
sums due in the future, will be taken up in Chapter III. 

§ 6. The acceptance. — The drawee is not legally bound un- 
less he has himself taken action to make the bill his own obli- 
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gation. The mere writing and signature of the distinct person, 
the drawer, does not make the bill binding upon the drawee, 
and this is true even if the latter owes the drawer the sum of 
money called for in the instrument. This proposition may be 
summarized for those familiar with the law of contracts by 
saying that the drawing and transfer of a bill of exchange 
does not operate as an assignment. The formal act whereby 
the drawee adopts the bill as his own obligation is known as 
acceptance. Acceptance is, as the Uniform Law states, the 
written signification by the drawee of his assent to the order 
of the drawer. This is accomplished in the regular manner by 
writing the word "accepted," with the date and the signature 
of the drawee, across the face of the bill, usually on the left 
end of the instrument. If the bill already shown is accepted, 
it will appear as beneath: 




To 
No 



PS£p5@^ Vtute: nifcisivED and charge tiie same to account cr 



Under English law the acceptance must be written upon the 
bill itself, but under the Uniform American Law it may be 
written on a separate paper and bind the acceptor to any 
person to whom this paper has been shown and who receives 
the bill for value on the faith of this separate acceptance. 
But under the American law the holder has a right to demand 
an acceptance written on the bill itself, and this is the safe 
and regular acceptance practically always taken. That the 
holder has a "right" to demand an acceptance written on the 
bill signifies that if this kind of an acceptance is refused by 
the drawee the holder may treat the bill as dishonored and 
exercise an immediate right of recourse on the drawer or any 



12 FOREIGN EXCHANGE 

indorser. In § 12 there will be found an explanation of the 
nature of the right of recourse. 

The word "acceptance" is used to designate (1) the act of 
the drawee in assuming obligation on the bill, (2) the written 
words added to the bill, and (3) the bill itself after acceptance. 
An accepted bill is more commonly called an "acceptance" 
than anything else. If Brown draws on Smith and Smith 
accepts, Smith is known as an "acceptor," and thereafter the 
bill is known as Smith's acceptance. 

It is evident that, in general, there is no occasion for the 
acceptance of bills payable "at sight" or "on demand." For 
if the drawee decides to treat a demand bill as his obligation 
it is his duty to pay it forthwith. He takes immediate pos- 
session of it, and there is no point in writing "accepted" upon 
it. 11 In the case of long or time bills, it is sometimes essential 
to procure acceptance and it is always advisable and in order. 
With respect to the bill drawn payable a designated period 
after sight, or after demand, presentment for acceptance is 
necessary in order to fix the date of maturity of the instru- 
ment. The date of the acceptance becomes the date of sight, 
or demand, from which the due date is fixed. Further explana- 
tions respecting the question when presentment for acceptance 
is essential and when not, are best postponed to § 12. 

§ 7. The note. — A bill is the order, but a note is the promise, 
of the one who writes it. The following is an example of a 
note: 




11 The certification of checks by the drawee banks is an exception to 
this statement. A bank's certification of a check is an acceptance of a 
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To this there may be or may not be added a clause promising 
interest, such as the clause "with interest at 5% per annum." 
In the absence of the clause, the full sum due upon the note 
at its maturity is $500. 

Brown is the "payee" and Jones the "maker" of this instru- 
ment. The best usage does not permit an interchange of the 
names of the parties signatory to the two kinds of negotiable 
paper. The writer of the promise is the "maker" and not the 
"drawer" of the note. The writer of the order is the "drawer" 
and not the "maker" of the bill. The definition of a note, 
as given in the Uniform Law, is "an unconditional promise in 
writing made by one person to another signed by the maker 
engaging to pay on demand or at a fixed or determinable future 
time, a sum certain in money to order or to bearer." Promises 
in writing to pay money might be so worded as to fail to meet 
some of the requirements of this definition and still be called 
notes in common speech, but such instruments would not be 
negotiable in the true legal sense and could not be called 
promissory notes in the strict meaning of the law. In fact, 
however, practically all notes of actual business life are so 
framed as to conform to this definition. They are, as the 
saying goes, made "negotiable in form." No precise order or 
formula of words is prescribed by law for the note, but the 
writing, such as it is, must have a meaning conformable to the 
foregoing definition, if the instrument is to be a note in the 
strict sense. 

The two principal sources of the ordinary short-term notes 
of commerce are (1) straight loans and (2) sales of goods on 
time. By a straight loan we here mean a direct advance of 
money, or of a right to draw money, to a person against the 
latter's own promise to return the sum in the future (with 
something added for interest, of course). The straight or 
strict loan is distinguished from an advance made to a person 
by purchasing from him a piece of commercial paper made 
payable to him by some other person ; or from an advance in 

demand draft — which it is the design of the drawer or other holder to 
send in payment to some person who perhaps insists upon this special 
security. 
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any other form which amounts to a virtual though not a direct 
loan. The great volume of short-term straight loans in a 
country are of course made by the banks to their clients in all 
lines of business. Presumably a note is given the bank for 
every loan of this type. If the loan is "on call" or on demand, 
a demand or sight note — which is simply one payable at any 
time when demand for payment is made — or a one-day note, 
will be given. In the case of the call loan in New York, the 
borrower is entitled to notice on the day preceding the de- 
mand. If the loan is for a specified period, the note will 
usually be made to fall due at the end of that period, though 
it might be understood that a loan is to run for a longer time 
than the note, which may be allowed to remain overdue and 
uncollected for a time. Sometimes loans which are to run 
for a considerable though indeterminate period will be evi- 
denced by demand notes. The makers of notes often effect 
their loans by disposing of them either to a broker or through 
a broker. 

As indicated, sales of goods on time are a second important 
source of short-term notes. Such sales also give rise to long 
bills of exchange, where bills are in vogue. Also myriads of 
such transactions result only in a "book account" or charge 
against the purchaser of the merchandise upon the books of 
the seller. But sometimes the buyer may give the seller his 
note. The specimen note given at the beginning of this 
section might have arisen out of a sale of $500 worth of goods 
by Brown to Jones on 60 days time. The chief advantage to 
Brown of the note, as distinguished from a mere book account 
against Jones, is its superior availability in Brown's hands 
as a means of obtaining present cash. Brown may sell the 
note for perhaps $495. Or he may pledge it as collateral 
security for a direct loan against his own note. For either 
of these uses, a note is much more acceptable under our law and 
custom than a document assigning (i.e., transferring) the 
claim witnessed by a mere book account. 

§8. Checks, drafts, and exchange. — Though the check is 
the most familiar of all forms of credit instruments, we give 
an example for the sake of completeness: 
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The American Uniform Negotiable Instruments Law in 
§ 321 (as the sections are numbered in the New York statute) 
states that "a check is a bill of exchange drawn on a bank 
payable on demand." As a definition to harmonize with the 
best business and banking usage this is undoubtedly defec- 
tive, for demand drafts drawn by exporters upon banks under 
letters of credit (compare later chapters herein) would be 
covered by this formula but are certainly not checks in the 
layman's language. We had better say a cheek is (1) a bill 
of exchange, (2) payable on demand, (3) drawn on a 
bank (4) against a deposit credit. A check will never have 
shipping documents attached as do demand bills on banks 
under letters of credit. A check may be drawn by a bank as 
well as upon a bank. A check as a legal instrument is a 
particular subclass under bill of exchange. The ordinary 
form of domestic bank check specifies no time of payment. 
Any negotiable instrument that expresses no time of pay- 
ment is payable on demand. Checks are subject to the rules 
which govern bills in general, but there are certain subsidiary 
laws which apply to checks alone. 

The terms "promissory note," "bill of exchange," and 
"check" stand for definite legal concepts and are given formal 
definitions in statutory law. But the term "draft" has neither 
a fixed legal nor commercial significance, beyond the fact that 
it always refers to an instrument that is drawn upon a drawee 
and therefore partakes of the nature of a bill of exchange. 
There are cases where instruments which do not conform to 
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the legal requirements of a bill of exchange and which have 
therefore been denied the name bill, are still spoken of as 
drafts by the courts. The best we can say of the word is that 
it is a loose synonym for bill of exchange. 

As a term for commercial paper the word "exchange" is 
commonly used to designate bills, drafts, or checks drawn in 
one place upon another place. A promissory note held by a 
payee in one place but payable by a maker in another place, 
might possibly be called exchange, but the word is not usually 
thought of as covering such instruments. Exchange takes its 
geographical name from the place upon which it is drawn, or 
where it is payable. Thus Chicago, New York, or Paris 
exchange, consists respectively in bills drawn on persons, firms, 
corporations, or banks, in these places, regardless of the place 
of origin of the drafts. Local checks, because they are local, 
that is, drawn on a bank in the same place as the drawer him- 
self, are never called exchange, unless they chance to migrate 
to a distant place and thus in effect cease to be "local." 



CHAPTER II 
THE NEGOTIABILITY OF COMMERCIAL PAPER 

§ 9. Negotiability. — Bills and notes are called "negotiable 
instruments" and possess, as we say, the legal attribute of 
negotiability. We have here a subject which is capable of 
comprehensive explanation only in a technical legal treatise. 
It is highly desirable, nevertheless, for the student of exchange 
to gain some idea of the meaning and effect of the negotiability 
of commercial paper. We venture to discuss the more general 
aspects of the subject in the present chapter. Passing over 
certain inexact commercial uses, or misuses, of "negotiable" 
as a mere synonym for transferable or again for readily sale- 
able, we find two meanings commonly attaching to the term 
at law, one lax and the other strict. The lax meaning is — 
transferable by indorsement and delivery so as to give the 
transferee (or one to whom transfer is made) a right of action 
in his own name. In this sense the term may be predicated 
of various types of documents, receipts, and warrants calling 
for the delivery of money or of goods, but cannot of course 
be predicated of actual goods, which are unsuitable for indorse- 
ment. In its strict meaning the term includes all this and also 
an additional element of peculiar interest and importance. 
The tremendous circulation attained by commercial paper may 
be said to be founded upon its attribute of peculiar and strict 
negotiability. 

To proceed with an explicit statement, negotiability in the 
strict sense, namely, the legal character peculiar to what is 
known as commercial paper, means the legal attribute of 
transferability under laws which make it possible, first, that 
the transferee may sue in his own name; second, that the 
rights of the transferee may under some circumstances be- 
come superior to the rights which the transferor had to convey. 
Stated in another way, the second point means that the one 

17 
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who receives a note or bill may in many cases be able to 
collect on it when the one who transferred or sold it to him 
could not collect or enforce payment. Or again, the party 
obligated on the instrument may have certain defenses which 
would be good against the transferor while the transferee 
might be exempt from them. 

Returning to the first mentioned and less essential feature 
of negotiability, in present law most ordinary contract rights, 
for the use or receipt of property or the receipt of money, 
may be transferred by the party who has them to a third 
party, so that the latter may exercise these rights, but no 
more than these, against the person bound by the contract. 
In this case the transferee is merely substituted in the place 
of the transferor, as far as the latter's rights are concerned. 
The transfer of contract rights is specifically known as as- 
signment, and the transferee as an assignee. In the absence 
of statutory provisions to the contrary, an assignee can sue 
the obligor only in the name of the assignor. The power of 
the transferee of a negotiable instrument to sue upon it in his 
own name is then one point of contrast between negotiability 
and assignability. This point is of less importance than the 
second mentioned feature of negotiability because it concerns 
only a matter of procedure rather than the substantive rights 
of the holder, and also because state statutes are common 
to-day which give assignees the power to sue in their own 
names. 

With regard to the second feature of negotiability, it may 
be stated as a general rule of law that a person who has a 
right, title, claim, or interest, cannot give to his transferee 
any better right or title than he himself has. That which he 
does not himself hold he cannot transfer. Thus, if A, while 
appearing to hold a good title to a piece of land or a horse, 
really has no title, or has a title subject to liens or liabilities, 
or to defeat, B to whom he sells will in general obtain either 
no title or a title suffering from the same defects, as the 
case may be. Again, if A has a contract right to receive 
money from C, and C can for any reason, such as counter- 
claim, lack of consideration, or fraud, defend himself against 
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payment to A, he can use precisely the same defenses against 
B, the assignee of A. It is a general, though not universal, 
rule of law that a transferor can confer upon his transferee no , 
better rights than he himself has. The chief, though not only, ' 
articles of ownership and agreement which are exceptions to 
this rule are negotiable instruments and money. This brings 
us to the subject of the defenses against payment of negotiable 
instruments. 

§ 10. The defenses against payment of negotiable instru- 
ments. — The defenses which an obligor, or ostensible obligor, 
upon a negotiable instrument may set up against its holder 
fall into two classes: (1) real or absolute defenses, or those 
good against any holder whatsoever or good against all the 
world ; (2) personal defenses, or those good against some per- 
sons but not against a person known as the "holder in due 
course." The latter is a person who has purchased, or given 
value for, the instrument before its maturity, and who is 
without notice of any infirmity in it or defect in the title to it 
of a party who has held it prior to himself. He is often 
called the "innocent purchaser for value." It is rare in actual 
business life for a person or company that holds a note not to 
be an example of a holder in due course. A person who derives 
his title through a holder in due course without himself being 
able to qualify as such, will, if he is not himself a party to 
some fraud, or illegality affecting the instrument, enjoy the 
same exemption from personal defenses as does the holder in 
due course himself. 1 

The chief of the obligor's absolute defenses are: (1) that 
the instrument is a forgery; (2) that he, the obligor, is a 
person without legal capacity to make contracts; or (3) that 
the instrument originated in circumstances which make it 
totally void under a special statute, such as a Pennsylvania 
statute which made notes given on account of- a gambling debt 
utterly void. The leading personal defenses are: (1) lack or 
failure of consideration, (2) set-off or counterclaim, (3) fraud, 
and (4) duress. Suppose that A has made and handed over 

1 On the holder in due course, see Uniform Negotiable Instruments 
Law (as already cited), Article V. 
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his note to B for a horse which it is agreed B will deliver to 
A, but that thereafter B in fact fails to surrender the animal. 
Then B could not collect on the note because of A's defense of 
"failure of consideration." But the defense is personal. For 
if B should indorse the note to C, C being without knowledge 
of the defects in B's rights and being in other respects also a 
holder in due course, C can collect from A. C is exempt from 
this personal defense. To make a long story short, the im- 
munity of the innocent purchaser for value from a number of 
defenses which might be good against parties prior to him is 
the essential feature of negotiability. If, in the instance of the 
foregoing illustration, B, who promised to deliver the horse 
and failed, had held merely some ordinary or non-negotiable 
contract claim for money against A, and C became his as- 
signee, C could no more collect than B, no matter how "inno- 
cent" he might be and no matter what consideration he had 
given B. 

As has already been intimated, money is like the negotiable 
instrument in that a person without title to it or wrongfully 
in possession of it may transfer it to another, who takes it 
innocently and for a consideration, with the effect of giving 
this other perfect rights, both as against the original owner 
and as against all the world. Suppose B steals a $20 gold 
piece from A and spends it in C's store. If C is without 
knowledge of the theft A cannot take the coin away from him 
when the facts are found out or proved. Money is doubtless 
the original essentially negotiable article in the world. The 
only other class of things that usually possess strict and full 
negotiability is the particular forms of contracts for money 
known as bills and notes. In their negotiability these con- 
tracts are made like the money in which they are discharge- 
able. Documents such as bills of lading and warehouse 
receipts, which call for the delivery of goods, may, however, 
be given, by statute, some, or all of the characters of strict 
negotiability. In the first case they are properly known as 
quasi-negotiable. 

The negotiability of commercial paper is of the greatest 
importance to the freedom of its circulation. When a banker 
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or a broker buys an acceptance from some person, and thus 
becomes one in the series of its holders, he is not forced to 
inquire whether a consideration was given by every prior 
holder to obtain the instrument, or whether any counterclaim 
against a prior party, or fraud concealed somewhere in the 
history of the instrument, invalidates his rights. Were the 
instrument a mere assignable contract for money, he would 
be compelled to have a care regarding these matters. If 
checks, bills, and notes were merely assignable, it would 
seem out of the question for them to obtain the enormous 
significance which they now possess as substitutes for money 
in the traffic of the world. 

§ 11. Negotiation. — The act of transferring title or owner- 
ship in a negotiable instrument is known as negotiation. If 
an instrument is, as it stands, payable to a specified person, 
negotiation can be accomplished only by indorsement and 
delivery. If it is payable to bearer, delivery alone will suffice. 
Indorsement consists in the payee's writing his signature (with 
or without additional words conveying instructions or qualify- 
ing liability) upon the bill or note, or sometimes upon the 
"allonge." The latter is a sticker (rarely needed) which is 
attached, properly upon the back of the instrument, to take 
additional signatures when there is insufficient space for them 
remaining on the back of the bill or note itself. The regular 
place for an indorsement is upon the back of the instrument, 
and to follow good usage the first indorser should write his 
signature across the reverse of the left-hand end, other in- 
dorsers being expected to place theirs beneath this and in the 
order of time in which they indorse. However, the stamped 
indorsements which are very common to-day with banks and 
many business houses are put on without much regard for 
the rule, except that they are always impressed on the back 
of the instrument. 

As classified in the Uniform Law, indorsements are (1) 
special, (2) blank, (3) restrictive, (4) qualified, and (5) con- 
ditional. A special indorsement is one which specifies the 
person to whom, or to whose order, the instrument is to be 
payable. Thus: 
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Here the indorsement of John Doe will be necessary for 
further negotiation. Thus: 



(1) 







( 2) /by/6 <£&> r**64/ +f 

The first indorsement, being special, makes necessary John 
Doe's signature for any further negotiation. The second in- 
dorsement might then appear as above. 

A blank indorsement, or indorsement in blank, is one which 
specifies no payee. If we were to change the second indorse- 
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ment above into one in blank, the back of the bill or note 
would appear as follows: 



(1) 



(2) 






Blank indorsements are commonest, perhaps, when the payee 
negotiates a check to his bank for the credit of his account. 
The legal effect of a blank indorsement is to make the instru- 
ment payable to bearer and to make it capable of further 
negotiation by mere delivery and without additional indorse- 
ment. The bearer or holder of an instrument so indorsed 
may be required, however, to place his indorsement upon it 
at the time of making a further negotiation. The purpose 
here would be to make the record clear and also to make this 
person assume the indorser's liability on the instrument. A 
check, bill, or note which is indorsed in blank may, of course, 
readily enough come to bear a subsequent special indorse- 
ment. 

Omitting consideration of the third and fifth kinds of in- 
dorsements, into whose technicalities it is not necessary for 
us to go, it remains to speak of the qualified indorsement. 
This is constituted by adding to the indorser's signature the 
words "without recourse" or words of similar import. 
Thus: 
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This indorsement releases Roe from such of his liabilities as 
are imposed upon him by law as a part of the "indorser's 
contract," but leaves him with certain other liabilities which 
still belong with him as a "vendor" or seller of the instrument. 
This indorsement has itself no effect upon the liability of 
other indorsers, and no effect upon the negotiability of the 
instrument. This brings us to the subject of the liability of 
parties. 

§ 12. The liability of parties. — The parties liable to make 
payment on negotiable instruments are divisible into two main 
classes. The first class consists of those that are, according 
to the terms of the instrument, unconditionally bound to pay, 
and includes the maker of a note and the acceptor of a bill. 
These parties are frequently spoken of as "principal obligors," 
and it is from them alone that payment is expected in regular 
course. The second class contains all parties who are liable 
to pay only on condition that the principal obligor dishonors 
the instrument, whether by nonpayment in the case of a note 
or bill, or by nonacceptance in the case of a bill. Any one 
of these parties is in the position of representing to the holder 
that the principal obligor will honor the instrument. He fur- 
thermore represents that, if the principal obligor refuses to 
honor it, then he himself will pay it, provided the holder has 
made a suitable attempt to procure honor by the principal 
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obligor. The principal obligor is by his own acknowledgment 
unconditionally bound to pay, in the sense that he has made 
himself obligor on an unconditional promise or order (compare 
the definitions already given of the note and the bill) . This does 
not mean that he may not avail himself of the defenses against 
payment heretofore discussed, when these defenses exist, but 
means that, apart from such defenses, his liability is not con- 
ditional upon the happening of any event, and not conditional 
upon the failure of some other party to pay. The following 
conspectus shows the parties to negotiable instruments, classi- 
fied according to liability ; in this tabulation primarily is used 
in the sense of unconditionally, and secondarily in the sense 
of conditionally: 2 

Parties Primarily or Unconditionally Liable (parties expected 
in ordinary course to pay the instrument) : 
The maker of a promissory note 
The acceptor of a bill of exchange 
Parties Secondarily or Conditionally Liable (parties not ex- 
pected in ordinary course to pay the instrument) : 
The ordinary indorser of either a note or a bill. 
The drawer of a bill, both before and after the drawee's ac- 
ceptance of the instrument. 
Party Not Having Liability: 

The drawee of a bill prior to his acceptance of the same. 

It has already been explained that the drawee of a bill has 
no liability whatever on the instrument until he gives his 
acceptance, even if he owes the drawer money and even if the 
latter has ever so valid a commercial expectation that the bill 
will be honored. This applies to checks drawn on banks 
unless a special statute runs to the contrary. That is, the 
payee (other than the drawer himself) of a check has no 
action against the bank if it refuses to pay, even when the 

2 A commonly accepted legal classification of parties, differing in the 
place assigned the drawer of a bill prior to acceptance, will be discussed 
in the note at the end of the present section. § 3 of the Uniform Law 
states: "The person 'primarily' liable on an instrument is the person 
who by the terms of the instrument is absolutely required to pay the 
same. All other parties are 'secondarily' liable," 
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drawer is in funds with the bank. What he has is recourse 
on the drawer. As a matter of convenience, we speak of the 
drawee as a party even prior to his acceptance, though before 
this act he is not a real contracting party. If we are to speak 
of him as a party at this time, it becomes incumbent upon us 
to point out that he has for the time being no liability, con- 
ditional or unconditional. 

With the warning that we have here to do with an extensive 
and difficult subject, and that this book attempts only to give 
certain more general explanations which ought to be under- 
stood by the student of exchange, let us consider the liability 
of indorsers of bills and notes, and of drawers of bills. When 
the present holder and payee of a negotiable instrument in- 
dorses it and negotiates it to another person he becomes (1) 
an indorser, and (2) a vendor (or seller) of the instrument 
as a "chattel." In each of these capacities he incurs distinct 
liabilities. As an indorser he is under a liability to pay the 
full face value of the instrument to any holder subsequent to 
himself, but this liability is secondary and depends upon the 
happening of three very precise events. These are (1) proper 
presentment, (2) dishonor, and (3) due notice of dishonor. 

The act of taking a negotiable instrument to the principal 
obligor and demanding that he make payment, and the act of 
taking a bill of exchange to 'the drawee and demanding that 
he accept it, are both known as presentment. The first is 
presentment for payment and the second presentment for ac- 
ceptance. The promissory note can, of course, experience but 
one kind, that is, presentment for payment. With respect to 
bills of exchange, there is, as has already been explained, in 
regular course no occasion for the acceptance of sight bills 
as a formal act distinct from payment. Long or time bills 
fall into two subclasses: (1) those payable a stated period 
after sight or demand; (2) those payable a stated period 
after date. (Bills payable on a specified future date would 
belong to this second subclass if it were customary to draw 
them.) In the case of the first subclass, presentment for 
acceptance is required. In the instance of the second subclass 
it is not required, with two exceptions, namely (a) where the 
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bill expressly stipulates that it shall be presented for accept- 
ance, and (b) where the bill is drawn payable elsewhere than 
at the place of business or residence of the drawee. 3 

When we speak of presentment being required, we mean 
that it is required in order to prevent the parties secondarily 
liable from escaping their liability ; or, otherwise expressed, in 
order "to bind the parties secondarily liable." Presentment 
for acceptance of bills payable a designated period after sight 
is necessary for this purpose. In general, it is not necessary 
in the case of any other class of bills. But most long bills 
are, in fact, worded as payable a specified time after sight. 
The presentment of these bills is also necessary in order to 
fix the date "of sight" and from it to determine the date of 
maturity. 

Speaking broadly, the party secondarily liable is liable on 
the general condition that payment cannot be obtained from 
the principal obligor. But speaking more specifically, he is 
liable on the three special conditions, provided by law, which 
are (1) presentment, (2) dishonor, (3) notice, that is, notifi- 
cation of dishonor. The object of the rule that the holder 
of the instrument must make proper presentment or present- 
ments to the principal obligor is to prevent the holder from 
having recourse upon the parties secondarily liable without 
first having made a proper effort to obtain payment from 
the party primarily liable. By a "proper" presentment is 
meant specifically one which is made at the time, the place, 
and in the manner prescribed by law as necessary to make the 
presentment serve as the first condition for charging the sec- 
ondary parties with their liability. There are a number of de- 
tailed rules governing proper presentment. To illustrate their 
character, suppose a note falls due on the business day of 
Wednesday, March 10th. Presentment for payment must be 
made on this very date, and not on March 9th, or March 11th, 
if the parties secondarily liable are to be bound. A technically 
improper presentment is wholly worthless for binding these 
parties. On the other hand, the reader will of course under- 
stand that failure to make proper presentment for payment 

8 See Uniform Law, § 240, and British Bills of Exchange Act, § 39. 
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does not in the least affect the liability of the principal obligor. 
This liability endures until the statute of limitations brings 
it to an end. 

Proper presentment having taken place, the second event 
which must occur to bind the parties secondarily liable is 
dishonor. Dishonor is either (1) the refusal of the principal 
obligor on a note or an accepted bill, or a bill due without pre- 
sentment for acceptance, to make payment when it is pre- 
sented for payment; or (2) the refusal of a drawee to accept 
a bill. 4 The first is called dishonor jor nonpayment, and the 
second dishonor for nonacceptance. If a bill is dishonored 
for nonacceptance it is not necessary that it should also be 
dishonored for nonpayment in order that the drawer and in- 
dorsers should be bound. Where presentment for acceptance 
of long bills is, as explained above, not required of the holder, 
he may make such a presentment voluntarily. If dishonor is 
then experienced, this (with notification) serves to charge the 
parties secondarily liable. 

If dishonor has taken place, the third condition necessary 
to bind the parties secondarily liable is that due notice oj 
dishonor be sent them. Among the numerous rules relative 
to notice, the most important, perhaps, is that it must, except 
under special circumstances, be given or started by mail 
within one business day after the dishonor takes place, and 
that no party secondarily liable is charged unless notice be 
given him or his agent. Notice of dishonor may be dispensed 
with when "after the exercise of reasonable diligence, it cannot 
be given to or does not reach the parties sought to be charged" 
(Uniform Law, § 183) . And delay in giving notice is excused 
"when the delay is caused by circumstances beyond the con- 
trol of the holder and not imputable to his default, misconduct, 
or negligence. When the cause of delay ceases to operate, 
notice must be given with reasonable diligence" (§184). 

4 A bill or note may be technically dishonored for nonpayment 
where it is overdue and unpaid and the conditions are such that the law 
excuses presentment, as for instance "where after reasonable diligence 
presentment . . . cannot be made" (§ 142 of the Uniform Law). A 
bill also becomes dishonored for nonacceptance where presentment for 
acceptance is excused and the bill is not accepted (§§ 143 and 246). 
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Delay in making presentment for payment is also excused 
under the same rule. 

The holder's demand upon a party secondarily liable, for 
payment of an instrument dishonored by the drawee or by 
the principal obligor, is called recourse. The holder may take 
recourse upon any one of the parties secondarily liable. When 
one of these pays, this one may in turn take recourse upon 
the party from whom he himself received the instrument or 
upon any other party secondarily liable prior to himself. 
Meanwhile, the obligations of the party primarily liable re- 
mains (except in the case of the unaccepted bill) , and the last 
party secondarily liable to pay the instrument has this to fall 
back on, for whatever it is worth, this being just what he had 
when he passed the instrument on for a consideration. Since 
one party secondarily liable may become liable to another such 
party subsequent to him, notice of dishonor may also be 
passed between parties secondarily liable under rules too de- 
tailed for consideration here. 

The rights of the parties secondarily liable, to have pre- 
sentment take place and have notice of dishonor sent them, 
may "be waived by them. A waiver to this effect is sometimes 
embodied in the wording of a bill or note, or is printed over 
the place on the back for indorsements. In this case, all gen- 
eral indorsers agree to the waiver. If a waiver is written in 
with his indorsement by an individual indorser himself, it is 
his individual waiver only. In the case of a long bill dis- 
honored for nonacceptance, the right of reimbursement in the 
sum of the full face value of the instrument takes immediate 
effect and is not held in abeyance until the date of maturity 
of the instrument. 

A protest is a formal certificate of dishonor, and to protest 
means to secure this certificate. A notary public is usually 
procured to make the certificate of protest and in it he cites 
the legally relevant facts of the dishonor, and thus creates 
evidence independent of the mere word of the holder himself. 
This certificate may, however, be made by any reputable resi- 
dent of the place where the instrument is dishonored, in the 
presence of two or more credible witnesses. Under the Amer- 
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ican and the British law, a foreign bill of exchange must be 
protested at the time of its dishonor if the drawer or the 
indorsers are to be bound. The statute defines a foreign bill 
as other than an inland bill, and the latter as "a bill which is 
or on its face purports to be both drawn and payable within 
this state" (Uniform Law, §213). In a legal sense, a bill 
drawn by a person in New Jersey on one in New York is a 
foreign bill. While in the case of notes and inland bills, pro- 
test is not technically necessary, it is often secured nevertheless 
to serve as better evidence of the facts of presentment and 
dishonor than the mere affirmation of the holder himself. 

A person may negotiate a bill or note and still avoid in- 
dorsees liability; and this in two ways. First, if the 
instrument is payable to bearer, he may effect the negotiation 
by the mere act of delivery without indorsement, provided 
the party taking from him is willing to receive the instrument 
without his indorsement. Second, he may give a "qualified" 
indorsement or indorsement "without recourse." But he has 
certain other liabilities of which he cannot divest himself in 
these ways. The negotiation of a bill or note constitutes a 
sale, and the transferor in his capacity as a vendor or seller 
makes, by implication of law, certain warranties concerning 
the instrument he sells. These were at first simply the vendor's 
warranties determined by the common law relating to the sale 
of goods and chattels, but are now expressly listed in the 
Negotiable Instruments Law as follows: "Every person nego- 
tiating an instrument by delivery or by a qualified indorse- 
ment, warrants: (1) that the instrument is genuine and in all 
respects what it purports to be; (2) that he has a good title 
to it; (3) that all prior parties had capacity to contract; (4) 
that he has no knowledge of any fact which would impair 
the validity of the instrument or render it valueless. But 
when the negotiation is by delivery only, the warranty ex- 
tends in favor of no holder other than the immediate trans- 
feree" (Uniform Law, § 115). A vendor's warranty amounts 
to a representation, whether expressed or implied, as to the 
character of the article sold, which representation under the 
law takes the position of a condition of the agreement of sale. 
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Under the statute the implied warranties, or the warranties im- 
plied in the mere act of negotiation, are those set forth in the 
section just quoted. The obligation of the seller of the instru- 
ment under these warranties is to make good to the buyer any 
pecuniary damage which he may suffer by reason of any of 
the representations proving untrue. The measure of this dam- 
age, briefly stated, is the difference between what the holder 
is actually able to obtain from the instrument under a failure 
of the representations, and what he would have received had 
all the representations proved true. We cannot develop these 
matters at any length, but before passing on may give one 
illustration which may help bring out their meaning. Suppose 
an instrument sold by A to B is a forgery without A having 
knowledge of the fact, and suppose A indorsed to B "without 
recourse." When the facts are exposed and collection from 
the ostensible principal obligor becomes impossible (since he 
has an absolute defense), B cannot have recourse on A as an 
indorser, but he may get damages from A as a vendor, on the 
grounds of the failure of A's (implied) representation that the 
instrument was genuine. If B could have come back on A 
as the giver of an unqualified indorsement, he would have 
been entitled to collect the full face value of the instrument. 
When he comes back on A in fact as a vendor, he can claim 
instead damages, probably not far from the same sum. 

To summarize, the indorser's obligation (when he becomes 
charged with it) is to pay the full face or maturity value of 
the instrument on demand (1) to any holder subsequent to 
himself who has been unable to obtain payment from the prin- 
cipal obligor or drawee, as the case may be, or (2) to any 
indorser subsequent to himself who has had to pay the in- 
strument under this rule. The regular indorser is also a 
seller of the instrument and he is liable under the vendor's 
warranties. Speaking now merely of liabilities, a general in- 
dorsement (or one not qualified by the words "without re- 
course") has the effect simply of adding the indorser's to the 
vendor's liabilities. With regard to presentment, dishonor, and 
notice of dishonor, the technical requirements explained in the 
preceding pages, as necessary for binding the parties secondarily 
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liable, are necessary for fastening upon these parties their 
liabilities as indorsers, but are not necessary to hold them to 
their vendor's liabilities. 6 

6 A classification of parties liable, common in legal treatises and 
given for instance in Norton on Bills and Notes (3d ed., p. 157), differs 
from the one advanced in our text, in that it places the drawer of a 
bill prior to its acceptance among the parties primarily liable. Thus: 

Parties Primarily Liable: 

The maker of a note 

The acceptor of a bill 

The drawer of a bill, prior to its acceptance 
Parties Secondarily Liable: 

The indorser of either a note or a bill 

The drawer of a bill, subsequent to its acceptance 

Here the drawer of a bill while the instrument is still not accepted is 
thought of as primarily liable because (apart from indorsers, and there 
may be no indorsers) he is the only person in fact liable. And the 
drawer's liability is considered to become secondary only after ac- 
ceptance has provided the bill with some one else as the party primarily 
liable. 

The issue between the classifications depends upon the meaning given 
the word "primarily." But the classification presented in our text 
would seem to be agreeable to the language of the statute, which says 
"the person 'primarily' liable on an instrument is the person who by 
the terms of the instrument is absolutely required to pay the same. 
All other parties are 'secondarily' liable" (§3). Nothing could be more 
obvious than that the drawer of an unaccepted bill is not absolutely 
bound to pay it. He is bound solely on the condition of presentment, 
dishonor, and notice. He is secondarily liable. There is no party pri- 
marily liable. The association of the drawer of an unaccepted bill 
with makers and acceptors is unfortunate and misleading to say the 
least, because the character of his liability is not theirs at all but on 
the contrary is that of the indorsers 1 



CHAPTER III 

DISCOUNT AND INTEREST 

§ 13. Future sum and present price. — An understanding of 
the elements of the subject of discount and interest is essential 
to the student of the exchanges. In this book it will not be 
necessary to make the explanations on this topic run back into 
the foundations of the phenomenon of interest on capital. We 
may take our start from the premise that every loan, advance, 
or investment of money, undertaken as a "business" venture, 
is made with the hope that it will yield that type of gain 
known as interest. Every operation of this character involves 
an outlay of money (or of money's worth) for a deferred return 
in money (or of money's worth). The outlay may consist in 
a single item of expenditure made all at one time, as in the case 
of the price paid for a bond or a note; or it may consist in 
a plural number or series of expenditures made at various 
intervals, regular or irregular, as in the case of many invest- 
ments in actual properties as distinguished from those in se- 
curities. The return also may consist in a single item of 
receipts, or in a plural number or series of such items. In- 
terest calculations are simplest in form where the outlay and 
return are both single items, as happens usually to be the 
case where short-term commercial paper is involved. In 
dealing in this paper, the outlay consists in the price paid for 
a note or a bill, or in the amount loaned when a note is taken, 
and it is practically universal for this outlay to be paid over 
in a single sum all on one day. The return consists in what 
is received from the purchased note or bill, or from repayment 
of the loan, usually an amount repaid as a single item in the 
sense that it is all repaid on one day or at one time. The 
return in any number of types of investment is, of course, 
made up of a series of future receipts. In the case of long- 
term money contracts, interest at least is always payable in 
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installments, and sometimes principal is payable in the same 
way. 

We shall feel justified here in confining our attention to the 
problem of interest and discount as it appears where there is 
a single outlay followed by a single return, except that we 
should give a word to the bank loan with interest payable in 
installments. To illustrate such a loan, suppose the Bank of 
A lends John Doe $1,000 for one year at an interest charge 
of 5% per annum payable quarterly. The outlay and returns 
of the bank in this operation will evidently be as follows: 

Outlay Returns 

On first of year $1,000 End of first quarter $ 12.50 

End of second quarter . . 12.50 

End of third quarter 12.50 

End of fourth quarter . . 1,012.50 

The interest for a year is 5% of $1,000, or $50, and this divides 
into quarterly installments of $12.50 each. The $1,012.50 due 
at the end of the fourth quarter is the $12.50 of interest then 
payable plus the $1,000 of principal, also payable at precisely 
the same time. The borrower in this illustration would prob- 
ably give the bank his note for $1,000 bearing interest at 5% 
payable quarterly. The bank in effect buys this note for 
$1,000 on the day of its issue. In doing this it makes an 
investment at 5%. 1 (A slight change in the illustration would 
make the calculation of the rate of interest earned in this 
investment a somewhat more complex question. Suppose the 
bank bought this note for $980 on the day of its issue. The 
outlay would now be $980 instead of a thousand, but the re- 
turns would remain unchanged as shown in the schedule. 
The rate of interest named in the note would be 5%, but the 
rate of interest earned in the investment made by buying the 
note would be extremely close to 7.08% per annum convertible 
quarterly. Examination of this type of problem would involve 
us in too lengthy a consideration of interest.) 

We shall deal henceforth only with the case of the single 
outlay and single return. We may call the outlay made to 

1 The rate of interest earned in this investment is, strictly speaking, 
6% per annum convertible quarterly, which is a slightly higher rate 
than 5% simple interest. 
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buy a bill or note, the present price, and the return which the 
instrument pays at maturity, the juture sum. It remains to 
point out that with respect to the wording of an instrument 
there are two ways of expressing or indicating the future 
sum. For this sum may be set forth (1) simply and directly 
as such, or (2) as a "principal sum" plus contractual interest 
at a specified rate. To illustrate, the following two notes 
promise the same future sum, but express this sum in the two 
different ways: 

1 



$1,010.00 New York, N. Y., July 1, 1932. 

Sixty days after date, I promise to pay to the order of 
William Hill, One Thousand and Ten Dollars. 

James Alexander. 



$1,000.00 New York, N. Y., July 1, 1932. 

Sixty days after date, I promise to pay to the order of 
William Hill, One Thousand Dollars with interest at the 
rate of 6% per annum. 

James Alexander. 



Since the interest promised in the second of these notes is $10, 
both instruments have precisely the same maturity value. 
The following acceptance by James Alexander will also be a 
practical equivalent of either of these notes: 








A^L 



HIVEIiA-N-D CIlAKGiyflfF, SAME TO ACCOUNT OT. 
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Only one of the three instruments given here is an interest- 
bearing contract in the sense that a part of what it promises 
to pay is called interest by name in the words of the contract. 
Neither the first note nor the acceptance bear interest in this 
sense. They do not promise $1,010 plus interest for sixty days 
at some rate or other (as the legal rate in the state in ques- 
tion), but promise this sum without addition of any sort. 
To give them this effect it is not legally required that these 
instruments should contain the phrase "without interest," 
though the presence of these words will do no harm. 2 The 
actual rate of interest made in an investment in any one of 
these instruments depends on the price paid for it, and with 
the same price paid on the same date this rate of interest will 
be the same no matter which one is purchased. If $1,000 is 
paid for any one of the three on July 1st, the buyer makes an 
investment at 6%. If $1,003.31 were paid, he would make an 
investment at 4%. 

As regards business custom, notes appear in both the non- 
interest-bearing and the interest-bearing form. Where a note 
is given to a bank at the time of a straight loan for a desig- 
nated period, it is likely to be written in the interest-bearing 
form. Where it is prepared for sale at the best present price 
obtainable in the money market it is most suitable it should 
be in the noninterest-bearing form and be ready for sale at a 
discount rate. So far as the writer's knowledge extends, the 
regular type of bill of exchange which is dischargeable in a 
stipulated sum of the money of the country where it is pay- 
able, never takes the form of an interest-bearing contract, no 
matter what its term of life. That is, it never names a "prin- 
cipal sum" which is to be paid with an addition of interest for 
elapsed time of a specified rate. It simply means in full the 

2 Discussions of the law governing the obligation to pay interest be- 
fore maturity, and after the due date on overdue instruments, may 
be found in the leading legal texts on bills and notes. See also the 
articles on "Interest" in the Century Digest, or in the American and 
English Encyclopedia of Law, or in other similar compilations. "Where 
no interest is reserved [i.e., specified] in a note it will draw interest 
after maturity at the legal rate [i.e., the rate set by the statute]." Ran- 
dolph, Commercial Paper, I 1712. 
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amount payable at maturity. 3 The reader understands, of 
course, that an allowance on account of interest is made when- 
ever any long bill is purchased, by the simple method of 
reducing the price paid for it. 4 

§ 14. The rate of discount and the rate of interest. — 
The negotiation of a bill or note prior to its maturity is a 
virtual sale of a future sum of money. This sale takes place 
at a reduced present price. Discount may be defined as the 
amount deducted from a future sum to arrive at its present 
price. Damaged commodities sold at a reduction from a list 
price are said to be offered at a discount. A depreciated 
currency circulating at a rate below its par in some other 
form of money is said to be at a discount. Thus there are 
various kinds of discounts, but the discount which concerns 
us here and which is a variant form of interest, is a deduction 
made for futurity. The futurity of an amount due on an 
obligation is a sort of detrimental circumstance. On account 
of it something is "knocked off" a future sum to find its present 
equivalent. 

The rate of discount is the percentage per annum which the 
discount bears to the future sum ; or, again, it is the difference 
between any specified future sum and its present price, ex- 
pressed as a percentage per annum of the future sum. To 
illustrate, if X sells Y an acceptance upon which $1,000 is due 
in sixty days, for a consideration of $990 present cash, ten 
dollars, or the difference between these two quantities, is the 
discount on $1,000. It is the discount for a deferment of the 
future sum by one-sixth of a year. Discount is proportional 
to time to elapse, and this is a discount at a rate of $60 for a 
full year. $60 being 6% of $1,000, the "rate of discount" is 
6%. We come to the same result by reasoning that $10 is 1% 
of $1,000 and that if a 1% discount is deducted for a defer- 
ment of one-sixth of a year, 6% is deducted by the year or 
per annum. 

If A should lend B $990 for one-sixth of a year on the under- 

8 For a special type of bill of exchange with an interest clause, see 
the one described in § 41. 
4 See second problem in part B of § 15. 
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standing that B should pay back $1,000 in complete discharge 
of the loan, we would speak of the $10 excess of the amount 
returned above the amount advanced, as the "interest" on the 
amount advanced. $10 is here the interest on the $990 for a 
sixth of a year. This interest is then running at a rate of $60 
to the year. 60 is 6% o% of 990, and the rate of interest is 
6%oo%, contrasting with the rate of discount which is Q% with 
the same future sum and present price. 

The loan by A to B is just as much the giving of a present 
price for a future sum as was the purchase by Y of the accept- 
ance from X. In both cases we have a person giving up $990 
of present money to receive $1,000 deferred one-sixth of a 
year. In one case the difference between these two quantities 
is spoken of as interest, in the other as discount. It appears 
then (always confining ourselves to the case of the single out- 
lay for the single deferred return) that interest is the differ- 
ence between a future sum and its present price when this 
difference is thought of as a fraction of the present price, and 
discount is the identical difference when thought of as a frac- 
tion of the future sum. To summarize: the difference between 
a future sum and its present price expressed as a percentage 
per annum of the present price is the rate of interest, and ex- 
pressed as a percentage per annum of the future sum is the 
rate of discount. The rate of discount is not always conceived 
of in precisely this way, 5 but this is in fact the correct defini- 
tion of the discount rate reduced to its ultimate and simplest 
terms. 

§ 15. Illustrative problems. — Practical problems of discount 
and interest may be divided into two classes. In one class the 
rate of discount or the rate of interest is given among the data, 
in the other the question is to find one of these rates. A 
number of specimen problems are put and solved in this sec- 
tion. For the sake of convenience, we shall follow the once 
common American method of treating the year as 360 days, 
and shall not assume days of grace, these having been 
abolished under the American Uniform Negotiable Instruments 
Law. (In England the year is always counted as 365 days, 

5 Compare § 17. 
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and days of grace, three in number, are allowed by law on all 
time bills and notes unless waived.) Using the term "money 
rate" to signify either a discount or an interest rate, group A 
of the following problems consists of those with the money 
rate given among the data. 

A 

1. An interest problem. — Given a loan of $5,000 for three calen- 
dar months or for 90 days (both being treated as Yi year) with 
interest at 5%, what sum will be required to discharge the loan 
at maturity? 

Interest for one year on $5,000 at 5% would be %oo or 
.05 X 5,000 or $250.00 

Interest for 90 days = Yi X 250 or 62.50 

Amount required to discharge the loan: 

Principal $5,000.00 

Plus interest 62.50 



Answer $5,062.50 

If the question were, "What is the amount due at maturity on a 
90 days note for $5,000, bearing interest at 5%?" we should get 
the same answer by the same method. 

2. A discount problem. — A 90 days sight bill for $20,000 is bought 
by a banker on the day of acceptance on the basis of a discount 
rate of 4%. What does the banker give for the bill, or what are 
the proceeds or "avails" of the discount? 

On the day of the discount the bill has 90 days or Yi year 

to run. 
The discount for a year would be 4% of $20,000, or .04 X 

20,000 $800 

The discount for Yi year = Yi X 800 = 200 

Price paid for the bill: 

The future sum $20,000 

The discount 200 

Answer $19,800 

It is evident we may also find the discount as follows: 

Discount for one year = 4% 
Discount for Yi year = 1% 
1% of $20,000 = $200 
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3. An interest problem. — With the same bill and same date of 
purchase as in problem 2, suppose the banker buys the instrument 
at a price to yield him a rate of interest of 4%, what would he pay 
for it? (This question might be worded, what is the true present 
worth of this bill on the basis of an interest rate of 4% ?) 

The price paid for the bill is the banker's outlay, and the 

amount received on it at maturity is his return. 
With the rate of interest at 4% per annum, the interest for 

90 days will amount to 1%. 
Therefore the return must exceed the outlay by 1% of the 

outlay (i.e., there must be a 1% gain on the outlay). 
The return then = 101% of the outlay. 

Therefore the outlay must be — — of the return. 

100 

— X $20,000 = $19,801.98 Answer 

Another statement: There must be $1.01 of return for each 
$1.00 of outlay, and 20,000 contains 1.01 19,801.98 times, and 
therefore for $20,000 of return there must be $19,801.98 of 
outlay. 



The present price of the bill in question is 



on a 4% discount rate $19,800.00 

on a 4% interest rate $19,801.98 



4. A discount problem. — What would a 90 days sight bill for 
£20,000 sell for in England on the day of acceptance, on the basis 
of a 4% discount rate? 

The bill has 93 days to run, there being three days of grace. 
The discount for one year would be 4% of £20,000 or. . £800.00 

The discount for 93 days is 9 %es X 800 or 203.84 

Price paid for the bill: 

The future sum £20,000.00 

The discount 203.84 



Answer £19,796.16 (£19,796 3s. 2d.) 
(Compare with problem 2.) 



5. A discount problem.— What would a 90 days sight bill for 
$20,000 sell for 50 days after acceptance on the basis of a discount 
rate of 4% ? 
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The bill has 40 days to run. 

The discount for a year would be 4% of $20,000 or $800.00 

The discount for 40 days is *% 6 o or % of 800 or 88.89 

Price of the bill : 

Maturity value $20,000.00 

Less discount 88.99 



Answer $19,911.11 

6. A discount problem. — What would a 60 days note for $1,200, 
bearing interest at 5%, sell for on the basis of a 4% discount rate, 
if sold on the date of issue of the note? 

The amount due at maturity, or future sum, is found as fol- 
lows: 

Principal $1,200.00 

Nominal interest % of 5% of $1,200 10.00 



Future sum $1,210.00 

One year's discount on $1,210 at 4% would be $48.40 

One-sixth of a year's discount is therefore $8.07 

Sale price of note: 

Future sum or maturity value $1,210.00 

Less discount 8.07 



Answer $1,201.93 



7. An interest problem. — What can be paid for the above men- 
tioned note on the day of its issue, if the buyer is to gain interest 
at 8% on his investment in the note (assuming he holds to ma- 
turity) ? 

The maturity value or future sum is, as before $1,210 

Interest at 8% per annum means 1%% for 60 days or % year. 
Therefore the gain on the outlay must come to 1%% of the 

outlay 
Or $1,210 (the return) must exceed the outlay by this 1%% 

and be 101%% of the outlay. 

The outlay itself (or 100%) must be 

100 

."^rrr x $1,210, which, being solved, equals $1,194.08. Answer 
101% 



B 

1. A discount problem. — An accepted bill of exchange for $5,000 
payable in 90 days is sold to a banker for $4,937.50. What rate of, 
discount did. the banker charge ?, 
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The future sum = $5,000.00 
The present price = 4,937.50 



the difference $ 62.50 is the discount for % year. 
4 



Hence $ 250.00 is the discount per annum. 
The question becomes, what per cent is 250 of 5,000? 

1% of 5,000 = 50 

250 h- 50 = 5 

$250 is 5% of $5,000. 
Therefore the rate of discount was 5%. Answer 



2. An interest problem. — What rate of interest did the banker 
make in his investment in this bill, assuming that he held it till 
maturity ? 

The answer will be very close to 5% and above 5%. (The 
practical man will usually consider it unnecessary to find the 
answer to this question.) 

The future sum or return = $5,000.00 

The present price or outlay = 4,937.50 



The difference = $ 62.50 

This is the interest on the outlay for Y± year. 

4 X $62.50 = $250.00 = the interest for 1 year. 

The question becomes, what per cent is 250 of 4,937.50 

(the outlay)? 
1% of 4,937.50 = 49.375 
250 -h 49.375 = 5.063 + 

$250 is 5.063% of the outlay, 
and the rate of interest in the investment is 5.063%. 

Answer 



3. A discount problem. — A 6 months note for $1,000, bearing in- 
terest at 6%, is sold to a banker for $1,019.70 when it has 3 months 
yet to run. It being known that the banker bought on the basis of 
a discount rate, what was this rate? 

The principal sum of the note $1,000 

The contractual or nominal interest would be % of 
6% of $1,000, or 30 

The future sum, or amount due at maturity $1,030 

The price paid by the banker 1,019.70 

The discount for 3 months or % year $ 10.30 
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The question becomes, what per cent is $10.30 of $1,030 (or 
the future sum), for this multiplied by 4 will give the dis- 
count rate per annum. 
10.30 is 1% of 1,030. 

4 X 1% = 4%, the rate of discount. Answer 
(The rate of interest earned in the banker's investment is in 
this case 4.04 + %). 



4. An interest problem. — A banker lends Smith $1,000 for 60 
days, charging interest at the rate of 5%, and takes Smith's 60 
days note for $1,000, bearing interest at 5%. 30 days later the 
banker sells this note to a large bank on the basis of a 3%% discount 
rate. What rate of interest does the first banker make on his 
investment in this note? 

First, find the banker's outlay and return. 

The outlay is the amount handed over at the time the note was 

received, or the amount of the loan, $1,000. 
The return is the price received for the note in the sale to 

the large bank. 

To calculate this price: 

Principal of note $1,000.00 

Interest due on it (% of 5% of $1,000) 8.33 



Maturity value of note $1,008.33 

There are 30 days (or ^ year) to run on the 
note at the time of sale, and the discount 
taken out by the large bank will be %2 of 
3%% of $1,008.33, which is 2.94. 

Future sum $1,008.33 

Discount 2.94 



Sale price of note, and first banker's return. . . $1,005.39 

Finally : 

The return $1,005.39 

The outlay 1,000.00 

The interest $ 5.39 

If interest of $5.39 is earned in %2 year, or the time during 
which the first banker held the note, the interest per annum 
is 12 X $5.39, or $64.68 per year. 

The question becomes, "What per cent is 64.68 of 1,000? 
1% = 10 

64.68 -s- 10 = 6.468, and therefore $64.68 = 6.468% of $1,000. 
Hence the first banker's rate of interest was 6.468%. Answer 
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Whether the rate of discount is given in a problem, or 
whether it is to be found, it is always the difference between 
the future sum and the present price expressed in the form of 
a percentage per annum of the future sum. The rate of inter- 
est is always this same difference counted as a percentage per 
annum of the present price or outlay, that is to say, the 
amount invested. 

When a banker quotes a customer a money rate, as say 4%, 
it does not make a great difference whether it is a discount or 
an interest rate, provided the rate itself is a moderate one 
and the period of the advance is not unusually long. The 
existence of the discount rate, at a variant upon the interest 
rate, is not to be accounted for so much by reason of its giving 
the money lender a somewhat higher gain as by reason of its 
superior convenience in calculation. Almost always we find 
discount rates in use only where they are more convenient than 
interest rates. A discount rate is virtually always employed 
in connection with a bill of exchange, and an interest rate is 
generally employed in connection with a straight loan, and 
always in connection with deposits which are paid earnings 
by the banker holding the deposits, that is, of course, in con- 
nection with savings bank or other types of "interest-bearing" 
deposits. 

§ 16. The terminology of discount and interest. — It is 
proper to explain that several meanings attach to the word 
"discount." Used as the verb, to discount, the word signifies 
either to purchase or to sell a long bill or note at a present 
price calculated on the basis of a specified rate of discount. 
Both the buyer and the seller of the paper are spoken of as 
"discounting" it. There is a somewhat similar usage in speak- 
ing of both landlord and tenant as renting a house. The price 
received by the person making the sale of the bill or note is 
sometimes called the "avails" of the discount, meaning the 
proceeds of the sale of the paper. 

One who, having bought a piece of long paper, makes a 
resale of it, is said to rediscount it. Banks to which such 
resales are often made are called banks of rediscount. Ex- 
amples are the Bank of England and other central banking 



DISCOUNT AND INTEREST 45 

institutions in Europe, and the Federal Reserve Banks of the 
United States. 

Bills and notes which have been purchased by an institution 
regularly engaged in discounting and which are carried as a 
part of its assets, are often called its discounts. The largest 
item of resources of a commercial bank is thus frequently en- 
titled "loans and discounts" or sometimes "discounts" simply. 
Here the pieces of paper themselves, or at any rate the claims 
which they represent, are called discounts. A firm whose 
chief activity is the purchase of long paper is sometimes called 
a discount house. This term is used more in London than 
elsewhere. 

The phrases "bank discount" and "true discount" require 
mention. The former when it appears is a mere synonym for 
what we have called simply discount. The latter is a synonym 
for interest. 

The rate of interest actually expressed in those instruments 
which name a rate, may be called "explicit" interest. The rate 
of interest really gained in making an investment in long 
paper, depending on the price paid for the paper (whether or 
not an express rate is named) , may be called "implicit" inter- 
est, or, better, the implicit rate of interest. This is the rate 
implied in the price paid for a given future sum. 6 The explicit 
rate of interest is also called the "nominal" rate, and the 
implicit is called the "effective" or "investment" rate, and also 
the "yield." Problem number A7 in the preceding section 
illustrates this distinction. It was a case of a 5% note bought 
at a price yielding the investor an actual rate of interest of 
8%. 5% is a "nominal" rate in the sense that it is the rate 
in name only, the "real" rate being 8%. 

§ 17. Discount conceived of as interest in advance. — 
Bankers often refer to the taking of discount as the "taking 
of interest in advance." This usage has found its way into the 
courts (see, for example, Black v. The First National Bank, 
96 Md. 399). We can best explain the thought here by pre- 
senting first the three examples shown below. 

6 The terms "explicit" and "implicit" interest are suggested by Irving 
Fisher in his book, The Rate of Interest, p. 6. 
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A 

Interest Payable in the Ordinary Way, Namely at the Time of 
Re-payment of the Loan 

Loan of $1,000 made on July 1 for 3 months, interest at 6%. 

Amount paid over by bank to borrower on July 1 $1,000 

Amount repaid by borrower on October 1 $1,015 

Found as follows: 

Principal $1,000 

Plus interest VA of 6% of $1,000) .... 15 

$1,015 

Here the future sum is $1,015 and its present price, or the present 
amount exchanged for it, is $1,000. 

The difference between the two is $15, which is 1%% of the 
present price, or 6% of it per annum. That is, this is a case of an 
interest rate of 6% per annum, as we have defined the interest rate. 



B 

Interest Payable in Advance, or at the Beginning of the Loan 

Loan of $1,000 made on July 1 for 3 months, "interest in advance" 
at 6% 

Amount paid by bank to borrower on July 1 $ 985 

Found as follows: 

Amount loaned on July 1 by bank. . $1,000 
Less 3 months' interest at 6% payable 
in advance or on July 1 15 

Net amount paid over to borrower $ 985 

Amount paid back by borrower on October 1 $1,000 

Since the borrower has already paid the $15 of interest, he does 
not pay it again at the end, but repays merely the principal of the 
loan, or $1,000. 

Here the banker gains $15 for a quarter year's investment of $985 
and the true rate of interest figures to 6.09% per annum. 
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C 
An Ordinary Discount Operation 

Suppose a bill for $1,000 payable October 1, is discounted on July 
1 at 6% (discount rate) : 

Amount paid by bank to the seller of the bill $ 985 

Found as follows: 

Future sum due $1,000 

Less discount (% of 6% of future sum) 15 

$ 985 
Amount received back by bank at maturity $1,000 

Here the bank invests $985 for a quarter year and receives a 
return of $1,000, yielding a gain of $15. 

This is a case of a 6% discount rate, and a true interest rate of 
6.09%. 

The perfect equivalence of operations B and C can be seen 
at a glance. When in operation B, the banker thinks of him- 
self as lending $1,000 at interest payable in advance, what he 
really does is to lend $985 for a return of $1,000 in one-fourth 
year. But if he discounted $1,000 due in one-fourth year, on 
the basis of a discount rate of 6%, he would make precisely 
the same outlay for the same return. The conception that 
discount is interest in advance is sound enough, but it is less 
simple than the conception explained in this text. 



CHAPTER IV 
COMMERCIAL BANKING 

§ 18. The functions of the commercial bank.— The central 
figure among the dealers in commercial paper and exchange is 
the commercial bank. Readers who seek an acquaintanceship 
with the subject of the foreign exchanges are likely to be 
familiar with the nature and operations of this institution, but 
a brief exposition of the rudiments of banking is presented at 
this point for those who may desire it. It is certainly neces- 
sary for the student of the exchanges to understand at least 
so much as is told here. He ought to understand more. 

While "banking" signifies everywhere some form of dealing 
in money or securities, the exact meaning of the term differs 
according to time, place, and context. But speaking for the 
United States and England, and for the present time, a com- 
mercial bank may be defined as an institution which (1) 
receives demand deposits and (2) makes short-term loans, as 
a regular activity at an established place of business. It is the 
combination of these two lines of money-dealing that makes 
commercial banking. It is from this combination that the 
possibility arises of a bank's lending more money or funds 
than it itself owns in its own right. This is what gives banking 
its distinctive character, and the pursuit of either of these 
lines of business singly does not in the least constitute banking. 

All banks, however, engage in a certain number of other 
operations more or less akin to these two major ones. The 
most noteworthy among these are: (1) buying and selling 
exchange, domestic and foreign; (2) buying and selling gold 
and silver bullion, and foreign coins; (3) receiving specific 
deposits (i.e. — deposits of articles, including moneys if the 
depositor sees fit, with the understanding that the identical 
articles are to be returned to the depositor) ; (4) making 
collections on notes and drafts for customers, distinguished 

48 
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from the purchase or discount of these instruments, and (5) 
acting as attorney-in-fact. The issue of bank notes to be 
used as currency, while an important branch of the business, 
is not an essential part of commercial banking. In this coun- 
try banks with national charters issue these notes, and the 
state banks do not, but both classes are engaged in commercial 
banking. 

§ 19. Deposits and reserve. — In technical banking usage 
the word "deposit" does not signify the money, or the credit 
instrument, handed in to the receiving teller, that is, the thing 
deposited, but means the credit which the customer gets on 
the bank's books by reason of turning in the money or its 
equivalent. The deposit is the customer's right to demand 
payment, or his credit, and it is at the same time the bank's 
liability to make payment, or its debt. 

When receiving funds on deposit, a commercial bank en- 
gages with the customer that the amount due him will be paid 
on demand, but the bank does not engage that it will keep all 
or any particular proportion of his money actually on hand 
for the purpose. The bank becomes the customer's debtor, 
and not a mere agent for holding his money. If a bank owes 
say $100,000 of demand deposits at a given moment, it may 
find that by keeping $20,000 of actual money on hand, it will 
be able in fact to meet all daily demands. The depositors 
collectively do not, except in cases of "runs," demand all they 
have a right to. On some days, as a body they bring in more 
than they withdraw. On other days the reverse is true. The 
bank knows that by keeping a certain amount of cash on hand 
it can hold the fort against the demands that will be made 
on it. In case withdrawals persistently exceed depositing, the 
bank will have to arrange to convert some of its assets, other 
than cash, into cash. Whatever cash the bank does have on 
hand, or with some central bank at any moment for the purpose 
of meeting its demand liabilities, is known as its reserve. A 
certain amount of reserve is essential for safety. Its quantity 
may be expressed either in the absolute amount of dollars 
(pounds, francs, etc.) or in the percentage which this amount 
bears to the total of demand liabilities protected by the reserve. 
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The latter is of course the more significant figure. Often banks 
are required to keep a certain minimum percentage of reserve. 
Where this is the case, the requirement does not flow from a 
contract with the depositors, but from legislation by the gov- 
ernment under whose jurisdiction the bank does business. 
Such legislation is common. 

§20. The loans and their limits.— The making of short- 
term loans and advances is the second part of the whole which 
constitutes commercial banking. As indicated on an earlier 
page, these advances may be made directly to the customer in 
return for his promissory note, or indirectly by the discount 
for him of the obligations of others held by him. The com- 
mercial bank is to be regarded simply as the greatest of the 
buyers or discounters of commercial paper. While the deposits 
of a bank constitute its chief liability, the "loans and dis- 
counts" are its chief asset or resource. The beginner, thinking 
of the bank's lending as an act of passing out cash to the 
borrower, is inclined to regard the making of a loan as a 
means of reducing resources. But, of course, in making ad- 
vances or loans, the institution receives promissory notes or 
bills of exchange upon which various persons are liable to pay 
it money at maturity. In the usage of the bank statement, 
the words "loans and discounts" mean, not the cash passed 
out (if cash is passed out) , but the claim against outside per- 
sons which the bank holds in virtue of the possession of these 
notes and bills. Look through its portfolio of notes and bills 
and you see the paper evidences of the credits of the bank 
against outsiders, which constitute the greatest single item 
among its resources. 

The operation of making a loan does not necessarily cause 
a bank an immediate loss of cash, nor a loss equal to the 
amount of the loan. The borrower may ask for neither cash 
nor a draft (or exchange) but may simply have the proceeds 
of the loan credited to his deposit. In fact, deposits in great 
part arise out of loans or advances. Since a loan costs interest, 
a customer is practically certain not to ask for one until he 
is ready to use it, and therefore may be expected to draw his 
checks against it at an early moment. But this may or may 
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not cause the bank an immediate loss of cash. The checks 
may be drawn in favor of other customers of the same bank 
who simply deposit them without demanding cash. But, on 
the average, an expansion of the loans means a loss of a certain 
amount of cash. Nevertheless, the bank has constantly far 
more funds loaned out than it has cash on hand. 

The limits beyond which the lending operations of a bank 
may not be extended are governed at bottom simply by the 
minimum limit imposed on the bank's reserve, whether im- 
posed by law or by the bank's own prudence. If a bank's 
circumstances are such that its reserve should not be allowed 
to fall below 20% of its deposit liabilities, then the limit of 
loans is reached when further lending would result in the fall 
of the reserve below this percentage. For every loan decreases 
the percentage of the reserve, whether the loan results in a 
positive loss of cash or not. If the loan is made by a direct 
out-payment of cash, the absolute amount of the reserve is 
directly reduced by the full amount of the loan. If the loan 
is made by giving the borrower a deposit credit, the percentage 
of the reserve is still reduced, because the amount of deposits 
against which the reserve is carried is increased. Suppose a 
bank had deposits of $100,000 and a reserve of $20,000. If a 
loan of $10,000 were made it would necessarily decrease the 
reserve percentage. If $10,000 cash were paid out, the reserve 
would drop from $20,000 and 20% to $10,000 and 10%. If, 
on the other hand, a $10,000 credit were granted the borrower, 
the deposits would ascend to $110,000. The $20,000 reserve 
would then come to but 18% x % of the deposits. This drop 
of l%i% is the slightest fall in the reserve that can result 
from the loan of $10,000. A decline of this extent will be 
produced even if the borrower's checking against his account 
occasions no subsequent withdrawals of cash. 

There is, then, a limit to the amount which a bank may 
lend, because there is a limit below which it dares not force 
the percentage of its reserve. The bank's motive to expand 
its loans rests on the fact that the interest which they yield 
is the chief element in its earnings. In addition to the restric- 
tion on their quantity, there is another important one per- 
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taining to the character of loans, which is that they must be 
for short periods. It is true, commercial banks buy a certain 
amount of investment bonds, presumably of a readily market- 
able type, and this constitutes the making of long-term loans 
(of a saleable character, however) , but the far greater portion 
of their advances must be for short periods and must be 
properly marshaled or arranged according to the dates of 
their maturities. Cash reserve normally covers only a minor 
fraction of the demand liabilities, the greater volume of the 
cover consisting in these short-term loans and advances. It 
would be dangerous for a bank to make long loans and fixed 
investments with funds which it might have to return to de- 
positors at any time. To explain what is meant by saying 
that the loans should be properly marshaled, suppose a bank 
has $100,000 of loans outstanding, the latest of which to 
mature are payable 90 days from the present date. Some of 
these loans ought to be falling due to-day, some to-morrow, 
some the next day, and so on. That is, the ideal arrangement 
for the whole series (special circumstances apart) is to have 
the maturities flow in continuously and evenly. This operates 
to give the bank a ready command of cash in case of persistent 
withdrawals of deposits. In ordinary circumstances it can 
maintain the body of outstanding loans as a constant by mak- 
ing renewals and new advances (if the market for them is 
present) equal each day to the amount of loans maturing that 
day. But if excessive withdrawals take place, the reduction 
of renewals and new advances will create a cash income to 
meet or help meet the needs of the case. The chief points to 
learn in this connection are that the protection or cover which 
the commercial bank carries against its deposits, consists first, 
in a partial cash reserve, and second, in a portfolio of short- 
term loans and advances properly marshaled, and after these 
in other assets. 



CHAPTER V 
THE RATES OF EXCHANGE 

§ 21. Dealings in exchange. — The bill of exchange, taken in 
its legal sense as including checks and bank drafts, is the 
virtually exclusive means of international payment employed 
by ordinary merchants. If a merchant in New York pur- 
chases dry-goods from one in London for a stipulated price of 
£10,000, his full legal obligation is to place in the hands of the 
Englishman £10,000 of British legal tender. But in virtue of 
the system of the foreign exchanges, the New York merchant 
is in practice enabled to settle his account with economy and 
ease, merely by obtaining a bill of exchange. If it were not 
for this system, he might be forced to ship gold to London for 
conversion into British money to satisfy his legal tender obliga- 
tions there. But in fact the shipment of gold by mere mer- 
chants is wholly avoided. It is true, some gold has to be 
shipped between countries from time to time, but the amount 
of such shipments is by the use of exchange reduced to a 
minimum. And when made, the shipments are practically al- 
ways engineered by bankers only, and ordinary merchants do 
not have to think about them. 

Foreign exchange in any given country consists of bills and 
telegraphic orders for money payable abroad. The buyers and 
sellers of exchange 1 include merchants in foreign trade, dealers 
in securities for foreign account, corporations and governments 
that owe money abroad or have it due from abroad, travelers, 
immigrants, and the bankers. Among all these there are dis- 
cernible two chief groups, namely (1) those who deal in ex- 
change as a business in itself, that is, bankers, "exchange 
houses," and sometimes bill brokers, and (2) those who deal 
in exchange as an incident to some other major transaction, 

i Hereafter "exchange'' will usually mean foreign exchange. 

53 
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operation, or undertaking, such as an export or import of goods 
or securities, a flotation or discharge of a foreign loan or the 
payment of interest upon it, a tour, and so forth. Traders — 
by this we mean traders in merchandise and securities — are 
of course by far the most important element in the second 
group. The transactions in the exchange market fall into two 
main classes, (1) those taking place between the traders and 
the bankers (with the intermediation of bill brokers at times) 
and (2) those taking place between banker and banker. No 
important dealings in exchange are carried on directly be- 
tween merchant and merchant without the intervention of the 
banker as a middleman. For the present we shall pass over 
with mere mention the extensive traffic in drafts and tele- 
graphic transfers which the banks conduct among themselves, 
but it would seem wise to give some general indications of 
the character of the dealings which originate with the traders, 
before we enter upon the chief subject of this chapter, the 
quotation of rates. 

International business transactions in merchandise and se- 
curities make necessary certain exchange operations as a 
means of settlement. The main relations of these transactions 
to the exchange market may be stated in brief as follows : 

An export from a country either increases the supply of 
exchange for sale in that country, or it does not directly affect 
the market for exchange in the country. 

An import into a country either increases the demand for 
exchange in that country, or it does not directly affect its 
market for exchange. 

One country's export is the other country's import. The im- 
porter becomes a commercial debtor, the exporter a commercial 
creditor. The kind of money that is due from the one to the 
other depends on the manner of quoting the price of the 
article exported. It will be foreign money if the price was 
stated in foreign money, and home money if it was quoted 
in the latter medium. In either case the exporter will manage 
through some operation in exchange to have final payment 
take the form of his home currency. The exchange operation 
to be utilized in a settlement and the method of quoting prices 
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exercise much influence upon each other. To be brief though 
explicit, there are three chief modes of settlement by means 
of exchange. These are 

1. The exporter draws on the importer's country. 2 

2. The importer remits 8 to the exporter's country. 

3. The exporter draws on some third country and the importer 
(or a bank acting for him) also remits to that third country. 

For purposes of illustration let us suppose a shipment of 
flour from New York by way of one of the French ports to 
Paris. Between an American exporter and a French importer 
the price of the flour may be contracted for either in francs or 
dollars. (Contracts at a price in the money of a third country 
are also known to practice.) The manner of pricing has much 
to do with the method of settlement feasible or convenient in 
the particular case. 

1. With plan number one in operation, the price might be 
either francs or dollars. Suppose it to be 500,000 francs. The 
New York exporter will then draw a draft for 500,000 francs, 
the drawee being either (a) the French importer or (b) some 
French bank which the latter has induced to serve as drawee. 
(The reasons for securing the service of a bank in this man- 
ner will be brought to light in a later chapter.) The exporter 
then sells his draft (if it be of saleable character) in New 
York for as many dollars as it will fetch at the current rate of 
exchange. These dollars are his compensation for the flour he 
has shipped. The francs surrendered by the Frenchman when 
he honors the draft (or when he reimburses the bank for pay- 
ing it in case the latter was drawee) are what he on his side 
gives up to get the flour. Between the exporter as drawer and 
seller of the draft and the importer as the party to bear the 
ultimate expense of discharging' it, there stand a number of 
banks that handle the instrument. 

2. Under the second plan the Frenchman expends the 500,- 
000 francs payable by him, for a draft on New York, purchas- 

2 To draw on a country means, of course, to draw on some person, 
firm, corporation, or bank in that country. 

3 To remit signifies here to send exchange to some person or firm, 
corporation, or bank in the country in question,. 
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ing as many dollars of this exchange as can be had at the 
current rates, and remits the same to the exporter. Here as be- 
fore, the Frenchman gives up francs, the American receives 
dollars, and the flour is paid for. 

The price of the consignment being agreed upon in dollars, 
it is possible for the New York exporter to draw a draft upon 
the French importer in dollars, that is, one calling for a stated 
number of dollars or having a "face amount" in dollars, al- 
though dollars do not circulate in France. Suppose the amount 
of such a draft were $19,600. The Frenchman would discharge 
it by paying over enough francs to purchase at the going rate 
of exchange a banker's sight draft on New York in the sum of 
$19,600. The banker making the collection would see to the 
remittance of this return or cross draft back to the exporter. 
(The student will observe that this dollar draft which we 
suppose to be drawn on a Frenchman by an American ex- 
porter and sold in New York does not constitute a supply 
of foreign exchange in New York.) 

3. To illustrate the third method, assume the price of the 
flour is quoted in our money at $19,600. Let us now suppose 
that the French merchant arranges for a "sterling credit" in 
favor of the New York exporter. In general, this arrangement 
would not be appropriate or acceptable under the conditions of 
the time of present writing, but we consider it nevertheless as 
a mere example. The supposition involves the grant by some 
English bank of a permission to the American to draw a bill 
or bills upon it against shipment of the flour to the Frenchman. 
At the time of this shipment the exporter draws a draft on the 
English bank for a sufficient number of pounds sterling to sell 
at the current rate of exchange on England for the $19,600 due 
him. The English bank pays this draft but the French mer- 
chant — or more precisely his bank acting in his behalf and 
taking reimbursement from him — furnishes the pounds re- 
quired to discharge the instrument by buying London exchange 
in Paris and sending it over to the English bank. This is a 
case where the exporter draws on a third country, and the 
importer, or a bank acting in his behalf, remits to that third 
country. 
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To summarize: // we look at a single merchandise move- 
ment, such as the shipment of jlour from the United States to 
France, we see that it may function (as our export) to produce 
in our market a supply of exchange on France, or it may 
function (as a French import) to produce in France a demand 
for exchange on the United States; but it cannot produce both 
of these effects at once. It can, however, add to the supply of 
exchange in America and to the demand for exchange in 
France, conjointly, where the exchange is in both cases on a 
third country. If we view the entire commerce of a given 
country, exports and imports, we see that the exports give rise 
to a supply of exchange, or else have no direct effect upon its 
exchange market, while the imports create a demand for ex- 
change or else have no direct 4, effect. 

It should be understood, of course, that in the actual working 
out of these three principal schemes of settlement there is 
much variation and complexity in the detail, and that there 
are also a number of methods followed which do not classify 
readily under these three main heads. 

Since exporters are very commonly in a position to draw 
and sell foreign bills and many importers need such bills, one 
might suppose there would be extensive dealings in exchange 
carried on by the merchants directly with one another. But, 
as a matter of fact, there are too many difficulties in the way 
of such a traffic for it to become of real importance. Perhaps 
importer A, who needs a demand draft on Paris for 18,000 
francs, knows of an exporter with exchange for sale, but what 
the latter is able to offer is, say, a 90 days documentary pay- 
ment draft on an English merchant for £720 14s. 1 Even if all 
the foreign merchants of a great city were to assemble at one 
place for a time each day to deal in exchange, the business 
could hardly be made much of a success. There are too many 
difficulties in making the supplies of bills match with the re- 
quests in respect to amount drawn for, place upon which drawn 
and kind of currency drawn for, length of life of the draft, 
not to speak of the unattractiveness in point of security of 

4 Indirect effects may be produced through the action of arbitrage of 
exchange, a subject discussed in Chap. XV. 
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much of the exchange which would be available. Most of the 
bills which the exporters can offer will have shipping docu- 
ments attached (see especially the chapter on the documentary 
trade bill). This alone would make such bills an unattractive 
form of exchange to buy for the purpose of mere mercantile 
remittance. Direct dealings in large volume between the mer- 
chants who create exchange and the merchants who need it, 
not being feasible, the commercial banks, or more specifically 
the foreign departments of these banks, become the middlemen 
of the exchange market. The greater middlemen are the large 
banks of the few chief cities, and the lesser middlemen are on 
the one hand the foreign-bill brokers of these cities and on 
the other hand the numberless banks of ordinary size to be 
found in the country at large. The brokers serve chiefly as 
intermediaries between merchant and bank, or between bank 
and bank, and a bill sold to a broker is, in the usual course of 
things, really on its way to some bank. There are, of course, 
bills drawn that cannot be sold, namely those of inferior se- 
curity rating which have to be left with the banks for collec- 
tion. Setting these aside, we may say that exporters who have 
exchange for sale dispose of it, directly or indirectly, to the 
banks, and that importers who need exchange procure it from 
the banks. The banks, however, do not sell the identical bills 
that they purchase. A banker sells his own drawings: in the 
great majority of cases his own sight drafts or checks, in the 
lesser number of cases his telegraphic orders or cable transfers, 
drawn upon his foreign correspondents or his own foreign 
branches or agencies. (In certain outlying countries a banker 
may on some occasions meet the demand of the importer by 
supplying him with a 60 or 90 days sight draft upon a foreign 
banker, instead of with a sight draft.) In outline, the relation 
of the bank to the foreign exchange market may then be de- 
scribed in these terms. The bank stands ready to purchase 
from its customers any foreign exchange which they have to 
offer, provided that in respect to security it is worthy of pur- 
chase. This exchange will in the world of actuality consist in 
great part of documentary time bills. Exchange bought by the 
bank— cables, sight, and long— is used to build up its foreign 
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balances or deposits with its correspondents. Exchange pay- 
able in England in pounds sterling goes to build up a deposit 
kept with a London bank, while that payable in France in 
francs augments the credit in an account in Paris, and so on. 
Many of these foreign credits will be produced immediately 
upon the arrival of the exchange at the correspondent's office, 
or shortly thereafter, but some will be deferred for reasons 
that we need not enter into at this time. The general system 
is for the bank to remit to the credit of its foreign balances 
the exchange which it buys from its customers, and to draw 
against these balances (chiefly by demand bills or checks) the 
exchange which its customers need to buy. There is in general 
no reason why buying and selling rates should not be in such 
a relation as to yield a profit to the foreign department of 
the bank. 

If it happens that the customers of a given bank wish, as a 
body, to sell it more sterling than they buy, the bank will 
usually find it convenient to equalize its dealings in this type 
of exchange by making sales of sterling in suitable volume on 
the market, i.e., to other banks or dealers. Under reversed 
conditions in the trading over its own counters, it will of 
course need to buy sterling exchange from the market. (If 
the dealings in sterling are persistently one-sided in the same 
direction at all the banks, perhaps an international movement 
of gold will result.) It may chance that a bank may be asked 
during a certain period for excessive quantities of drafts on 
Paris, that is, excessive compared with the amount of exchange 
on Paris offered it for sale. In such a case the bank may 
perhaps find it economical to transfer some of its London 
funds to Paris, whether by having its agents at the latter place 
sell sterling exchange payable from its London balance or bal- 
ances, or by having its London agents purchase exchange on 
Paris to send to Paris. Such a maneuver might necessitate 
purchases of sterling exchange in the open market in New 
York, to replenish the London balance, or it might work out 
by chance that the customers of the bank in New York were 
at the time offering it sterling in sufficient excess to take care 
of the needs due to this particular transfer to Paris. It is not 
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desirable to go too far into these matters at the present mo- 
ment. The service of the banker as* middleman is evidently 
indispensable to the ultimate buyers and sellers of exchange. 
The buyers receive from the banker the kind and quantity of 
exchange they need and receive exchange of the highest credit 
rating. The sellers dispose of the bills which their mercantile 
operations create, despite the fact that there are no merchants 
to be found who need at the moment to purchase just such 
bills. Bankers and dealers in a large city carry on an active 
trade in foreign exchange among themselves, and often the. 
rates of exchange quoted in the newspapers are the ones at 
which this wholesale business is carried on. 

§ 22. The methods of quoting a rate of exchange. — There 
are as many different foreign exchange rates quoted or re- 
ported at any monetary center as there are classes of foreign 
exchange actively dealt in at that center. Any rate of ex- 
change, domestic or foreign, gives us what is essentially a 
price, namely the price in local money of a unit of money 
payable on order at another place, but in practice a rate does 
not always take the. form of a price. It is for this reason, 
probably, that the market has come to speak rather of the 
rate than of the price of exchange. 

The New York market rate for demand sterling is quoted 
in the following manner: 

Demand sterling 4.8640 5 

This quotation takes the exact form of a price. The particular 
number, 4.8640, is, of course, a variable. It indicates how 
many dollars of home or New York money must be paid per 
pound for a banker's demand bill on an English bank. It is 
the price per pound of so-called face value. Thus a draft 
for £2,500 would at 4.8640 cost the buyer 2,500 X 4.8640 or 
$12,160. 

s Many of our examples are characteristic of the period 1925-1930 
when England was back on the gold standard with the old "pound" of 
113 grains. It seems best to resort to such examples rather than any 
taken from the markets of 1932 whose quotations may soon come to 
look very odd. 
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In one of the London newspaper tables we find the fol- 
lowing: 

Paris checks 124.21 

This signifies that the London buyer of a banker's demand bill 
on Paris is to pay for it at the rate of £1 to the 124.21 francs 
deliverable in Paris. Thus a check for 5,000 francs would 
cost £40.254 (5,000 -h 124.21), or £40 5s. Id. of London 
money. Before the Great War, the New York quotations on 
Paris were similar in form to London's, but this no longer 
holds true. In one of the older New York reports we might 
find, for instance, 

Paris checks 5.18% 

meaning that $1 was payable for each 5.18% francs of face 
value of check to be purchased. 

London market reports afford us an example of still another 
form of quotation, in the instance of the rates on South Africa 
(and likewise of the rates in South Africa on London). The 
following is from a copy of the London Economist: 

London on South Afbica South Africa on London 

Buying Selling Buying Selling 

T. T. Vt% dis. Par to %% prem. %% prem. 

Demand V/i% dis. %% " M 6 % dis. %%-% 6 % " 

30 days H%6% " %e% " %% " Vit,% " 

60 days 2%% " %% " 1% " %6% " 

90 days 3% " i% 6 % " l%e% " 

120 days 3%% " 1%% " H% 6 % " 



Here "dis." means discount, and "prem." means premium. 
Buying rates are those at which the bank buys, and selling 
rates those at which the bank sells. A London merchant who 
buys a draft on South Africa from the bank pays for it at the 
"selling" rate. Although the Union of South Africa has its 
own mint, the monetary unit of the country is the British 
pound sterling. Hence, London quotations on South Africa, 
whatever arithmetical form they may have, show a rate of 
pounds against pounds. Suppose B of London purchases a 
demand draft on South Africa for £500 at the rate of %% 
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discount. This draft will cost him £498% (£498 2s. 6d.) of 
London currency, figured as follows: 

Face value of draft £500.00 

Less discount (i.e., % of 1% of £500) 1.875 

Price of draft £498.125 

There is nothing abnormal in one's being able to purchase the 
right to receive £500 in South Africa for a price of less than 
£500 paid down in London. On this same day, money de- 
liverable in South Africa even in telegraphic order, could be 
bought in London at a discount of %%. This table shows 
that the banks in both countries charge more for exchange of 
a given length of life (as 60 days) than they offer for it. 

The rates between London and Australia are also for 
pounds sterling against pounds sterling, but it is common to 
put these rates in the price form rather than in the premium 
and discount form. Thus if a demand draft on Australia for 
£100 is to sell in London for £99 (of London money), the 
rate is reported in the newspaper as 99 instead of as 1% dis- 
count. As for these colonial rates, it is of no real consequence 
whether quotations take the price or the premium and discount 
form, and in banking talk there is a free substitution of one 
form for the other. 

A scheme of quotation which was in effect in Guatemala 
some years ago is a matter of curious interest. The following 
table of rates is one given in a syllabus of lectures delivered 
in 1915 by certain members of the staff of the National City 
Bank of New York: 

Foreign Exchange Rates Quoted in Guatemala (1915) 

Dollars 3500% premium 

Pounds sterling 3450% " 

Francs 3400% " 

Pesetas 3400% " 

Lire 3425% 

Marks 3250% " 

When these rates were current, the actual circulating me- 
dium of Guatemala was an inconvertible and unstabilized 
paper money. The metallic money unit provided for by law 
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but not in circulation, was a peso of 25 grams of silver, .900 
fine, and of course the inconvertible notes were in denomina- 
tions of pesos. For the purposes of the quotation of rates of 
foreign exchange, a series of arbitrary or assumed parities had 
been set up despite the fact that the national theoretical legal 
unit, being of silver, could have no fixed parity of value with 
the gold units of foreign gold-standard countries. Among 
these fictitious parities were the following: 

1 pound sterling 5 pesos 

1 dollar (U. S.) 1 peso 

5 francs 1 peso 

4 marks 1 peso 

If now any kind of foreign exchange should come to sell for 
more pesos of the inconvertible paper in circulation than the 
number stated in these artificial parities, that exchange would 
be said to be at a premium and the quotation would be given in 
the form of the percentage of this premium. When sterling was 
at 3450% premium, it was at 3550% of the par. This was but 
a way of saying that a pound of sterling exchange cost 35% 
times the artificial parity rate of 5 pesos, and therefore 177% 
pesos. Of course the rate could have been quoted simply at 
177%. A slight arithmetical effort will show that, with francs 
at 3400% premium, exchange for 1 franc is selling for 7 pesos, 
and the rate might have been quoted as 7. The premium 
and discount method of quoting foreign exchange is followed, 
with variations, in a number of Latin American countries. 

In the United States, in the years before the "par clearance" 
system of the Federal Reserve Banks went into effect, we had 
market quotations for demand drafts on New York current 
in each of the other leading cities. Thus in San Francisco 
the published rate might have appeared as 

New York exchange 35^ premium 

These quotations gave the premium or discount in cents to 
the thousand dollars of demand draft drawn and sold by a 
local banker on a New York bank. 

It appears from all this that an exchange rate may be 
foreign or domestic, and that the quotations which have be- 
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come customary take on a variety of arithmetical forms. The 
following scheme would seem to include all cases: 

Methods of Quoting Rates of Exchange 

1. The price method 

(a) The natural or direct price method 
(6) The indirect price method 

2. The premium and discount method 

(a) Premium and discount expressed as percentages 
(6) Premium and discount expressed as a number 
of local money units 

What we call the direct price quotation tells the number of 
local or home money units payable for one unit (or some 
understood plural number of units) of distant money or foreign 
money deliverable upon an order in the form of a bill or 
telegram which we call exchange. Examples: 

60 days sterling 4.83M 

Demand marks 95Yi (old style) 

The latter is a quotation for drafts on Berlin,, in the style 
in effect in New York before the World War, but since aban- 
doned. Drafts on Germany were, as a mere matter of custom, 
priced in units of four marks each. 

Where the indirect price method, as we have named it, is 
adopted, the figure tells how many foreign units are procurable 
for one home unit. Examples: 

Demand on Paris 124.21 (in London) 

Demand on Paris 5.18% (in New York, old style) 

The latter is of the New York style of the days before the 
war. New York now quotes francs according to the direct 
price method. Under the indirect price method exchange be- 
comes cheaper as the quoted figure of the rate rises. 

What we have called the premium and discount method is 
truly appropriate only for domestic rates and such foreign 
rates as are in force between countries which have the same 
money unit. The rate in the United States on Canada is 
doubtless a foreign exchange rate, but the Canadian dollar 
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has the same gold contents as the dollar of the United States, 
and consequently it is suitable that New York should, if it 
chooses, state its rate on Montreal in the form of a premium 
or discount. (At the moment of writing, this rate stands at 
% 4 of 1% discount.) 

When the method of premium and discount is followed in 
the quotations between countries with different monetary 
units, some par of exchange must be assumed as the point at 
which premium and discount are at zero. If both countries 
are on the gold standard, the mint par or gold par (see sec- 
tions on this subject) is altogether the most suitable one. The 
gold par between pounds and dollars is very close to 4.8665 
dollars to the pound. To determine the percentage of premium 
or discount on sterling in New York, one finds the difference 
in dollars and cents between the par and the actual exchange 
rate and then finds the percentage which this difference con- 
stitutes of the number 4.8665 or the par. Thus: 

Demand sterling 3.30 (February, 1920) 

Gold par 4.8665 

Exchange rate 3.30 

Discount in dollars 1.5665 

1% of par = 0.48665 
1.5665 -*- .048665 = 32.19 

The discount on sterling was 32.19%. 
Again: 

Sterling cables 7.00 (highest rate during first few days of war) 

Exchange rate 7.00 

Par 4.8665 

Premium in dollars 2.1335 

2.1335 -s- .048665 = 43.84 

The premium on sterling was 43.84%. 

§ 23. Specimen market reports. — A table published in the 
weekly London Economist, is as good an example as any of a 
London price current for foreign exchange. In present times 
this table carries quotations on forty-one ports and money 
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centers located in all parts of the world. The majority of 
London quotations take on the "indirect price" form. Some 
of the leading rates appear as follows (see footnote 5 above) : 

November 1, 1928. London on 

New York 4.84 2 %2- % dollars per pound 

Montreal 4.85 % - %s dollars per pound 

Paris 124.10 -124.15 francs per pound 

Berlin 20.35 h - 20.36 marks per pound 

Amsterdam 12.09 - 12.09% florins per pound 

A number of rates on South America and the Far East take 
on the direct price form and show shillings and pence per 
foreign unit. Nearly all rates in the Economist are for tele- 
graphic transfers. 

Reports of the foreign exchange rates current in New York 
are published in greater or less detail in the dailies throughout 
the United States. By way of illustration we reproduce on 
page 67 the table of rates of exchange in New York for Oct. 1, 
1932, as presented in the New York Times. On this date the 
rate structure of the world was, of course, in a condition of 
great disorganization, and many of the quotations in this table 
will probably look quite strange in future years. 

§24. Comment and explanations. — We should distinguish 
between (1) the rates at which trading goes on among banks 
and bill houses, and (2) the rates at which banks buy or sell 
exchange over their counters in dealings with their mercantile 
and other ordinary customers. The former are usually called 
the "market" rates and the latter the "over-counter" rates. 
Sometimes what the newspapers give is a mixture, but the 
principal reports are of market rates. 

The inner trading group, comprising the banks and ex- 
change houses, does not have a common meeting place, but it 
constitutes nevertheless what is virtually a single or unified 
market. The test for such a market is presumably the ex- 
istence of a single price for the given article at any moment 
of time. The great securities and produce markets, which 
have common meeting places, split apart a little according to 
this test in times of abnormal activity, but prices are usually 
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Saturday, Oct. 1, 1932. 



Bange of Rates, Sight Exchange. 
Friday's 
High. Low. Final. Final. 
LONDON ....$3 45% $3.45% $3.45% $3.45% 

PARIS 3.91% 3.91 A 3.91)1 3.91% 

BERLIN 23.80 23.78% 23.78% 23.78 

ROME! 5.1214 5 12 5.12 5.12 

STOCKHOLM. 17.78 17.73 17.73 17.73 
CANADA 90.87 90.75 90.87 90.62 

Closing Bates. 

Quotation on sterling represents 

dollars and decimals of a dollar; all 

others represent cents and decimals 

of a cent. 

Europe. 
Satur- Frl- Week Tear 
-' day. day. Ago. Ago 

STERLING— Par 14.86656 per sovereign. 

Demand 3.43% 3.45% 3.46% 3 84 

Cables 3 .451,4 3. 45% 3.46% 3.85 

Com., 60 days 3.44% 3.44% 3.45% 3.76 
Com, 90 days 3.441? 3.441J 3.14% 3.71 

FRANCE— Par 3.9179 cents per franc. 

Demand 3.91 A 3.91% 3.91% 3.93% 

Cables 3.91 A 3.91% 3.91% 3.93% 

GERMANY— Par 23.82 tents per mark. 
Demand ....23.78% 23.T8 23.79 23.24 

. Cables . ...,23. 79i! 23.79 23.80 23.25 

ITALY— Par 5.2632 cents per lira. 
Demand .... 5.12 5.12 5.12 5.13 
Cables 5.12% 5.12% 5.23% 5.14 

BELGIUM— Par 13.9045 cents per belga. 

Demand 13.86% 13.87 13.85% 13.95 

Cables 13.87 13.87% 13.86 13.96 

AUSTRIA— Far 14.0713 cents par schilling. 
Demand ...U4.0S 14.05 14.05 14.04 
Cables' 14.05 14.05 14.105 14.07 

CZECHOSLOVAKIA - Par 2.96 cents per 
crown. 

Demand f2.96 2.96 2.96 2.96% 

Cables 2.96% 2.96% 2.96% 2.96% 

DENMARK-Par 26.799 cents per krone. 

Demand 17.93 1T.93 17.96 22.99 

Cables 17.94 17.94 17.97 23.U0 

FINLAND— Par 2.5185 cents per finmark. 

Demand tl-52 1.52 1.52 2.51% 

Cables 1.52 1.52 1.52 2.52% 

GREECE— Par 1.2977 cents per drachma. 
(Parity unofficial, gold standard aban- 
doned April 25.) 
Demand .... t.61% .61% .61% 1.29% 
Cables- 61% .61% .61% 1.29% 

HOLLAND-Par 40.1959 cents per florin. 
Demand ....40.16 40.16 40.16 40.15 
Cable 40.1654.40.16% 40.16% 40.16 

HUNGARY— Par 17.4899 cents per pengo. 
Demand ....17.45 17.45 17.45 17.44% 
Cab 17.45 17.45 17.45 17.46 

NORWAY-Par 26.799 cents per krone. 
Demand ....17.43 17.43 17.44 23.24 
Cables 17.41 17.44 17.45 23.25 

POLAND-Par 11.2185 cents per sloty. 
Demand ...til. 18 11.18 11.18 11.18 
Cables 11.20 11.20 11.20 11.20 

PORTUGAL— Par 4.4241 cents per escudo. 
Demand .... 3.18 3.18 3.19 3.75' 
Cables 3.20 3.20 3.21 3.80 

RUMANIA— Par .598 cents per leu. 
Demand .... t.60 .60 .60 .59% 
Cables 60% .60% .60% .59% 



Satur- Frl- Week Year 
aay. day. Ago. Ago. 

SPAIN— Par 19.295 centB per peseta. 
Demand .... 8.16% 8.16% 8.17% 8,99 
Cables 8.17 8.17 8.18 9.00 

SWEDEN— Par 26 799 cents per krona. 
Demand ....17.73 17.73 17.76 23.99 
Cables 17.74 17.74 17.77 24.00 

SWITZEKLAND-Par 19.295 cents per tranc. 

Demand 19.27 19.27 19.28% 19 57 

Cable 19.27% 19.27% 19.29 19.58 

YUGOSLAVIA-Par 1.761 cents per dinar. 
Demand ...t 1.55 1.55 1.55 1.76% 
Cables 1.55% 1.55% 1.55% 1.77 

Canada. 

MONTREAL— Par 100 cents per Canadian 
dollar. 
Demand ....90.87 90.62 90.25 87.50 

Mexico. 
MEXICO CITY— Par 49.846 cents per silver 
peso. 
Demand ....31.35 31.50 31.65 35.72 

Far East. 

CHINA— Cents per silver dollar for Hong- 
kong; per tael for Shanghai and Peiplng. 

Hongkong- 
Demand ....23.31 23.31 23.37 24.44 
Cables 23.37 23.37 23.43 24.50 

Pelping— 

Demand ....32.00 31.875 32.00 33.00 

Shanghai- 
Demand ..,.30.31 30.31 30.44 31.31 
Cables 30.37 30.37 30.50 31.37 

INDI A— Calcutta: Par 36.50 cents per rupee. 

Demand ....26.19 26.19 26.19 28.94 

Cables 26.25 26.25 26.25 29.00 

PHILIPPINE ISLANDS— Manila: Par 50 
cents per silver peso. 

Demand ....49.69 49.69 49.69 49.69 

Cables 49.75 49.76 49.75 49.75 

JAVA— Par 40.20 cents 'per florin. 

Demand ....40.50 40.50 .40.50 40.25 

JAPAN— Par 49.85 cents per yen. 

Demand ....24.19 24.19 23.94 49.31 

Cables 24.25 24.25 24.00 49.37 

STRAITS SETTLEMENTS-Par 56.78 cents 
per dollar. 

Demand 40.75 40.75 41.00 46.87 

Cables 40.87 40.87 41.12 47.00 

South America. 

ARGENTINA-Par 42.44 cents per Argentine 
paper peso. 
Demand ....25.19 25.19 25.19 23.93 
Cables 25.25 25.25 25.25 24.00 

BRAZIL— Par 11 96 cents per paper mllreis. 
Demand ....t7.20 7.20 7.20 5.45 
Cables 7.25 7.25 7.25 5.50 

COLOMBIA— Par 97.33 cents per gold peso. 
Demand ...t95.50. 95.50 95.50 96.62 

CHILE— Par 12.166 cents per gold peso. 
Demand ...t 6.06 6.06 6.06 12.12 
Cables 6.12 6.12 6.12 12.18 

PERU— Par 28 cents per sol. 
Demand ...T20.00 20.00 20.50 27.87 
Cables 20.00 20.00 20.50 27.87 

URUGUAY-Par $1.0342 per gold peso. 
Demand ...T47.25 47.25 47.25 39.75 
Cables 47.50 47.50 47.50 40.00 

Central America. 
GUATEMALA— Par 100 cents per quetzal. 

Cables tlOO 100 100 100 

tNon 
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single and tend ever to coalesce. At any instant the prices 
for a given kind of exchange at different places in a monetary 
capital like New York, will be virtually the same. Primarily 
on account of the telephone, buyers and sellers of exchange 
are in close contact and competition, though they do not stand 
upon a single floor. The activities of a special class of brokers, 
who move about among dealers that have fixed places of 
business, also contribute to the unification of the market. 
Rates being so nearly uniform with the different dealers, news- 
papers gather the data for their market reports from any one 
of the banks or exchange houses. 

The short news article which often accompanies the table 
of rates is likely to advert to the conditions in foreign money 
markets. For example, something of this nature may appear 
in New York: "Discounts in London were well maintained 
during the week, yet sterling here closed lower than it was 
quoted a week ago." To be certain of understanding a com- 
petent foreign exchange article, one must have a fair knowl- 
edge of the whole subject of the exchanges, but let us pause 
to examine in passing the meaning of the sentence just quoted. 
Here the word "discounts" means discount rates. So we are 
told that the various discount rates for different sorts of 
commercial and banking paper, ruling in the London money 
market, maintained themselves during the week at the rela- 
tively high levels at which they started. These several rates 
are related and move together in a general way as a group. 
The height of these rates helps determine, but in no sense 
exclusively determines, what the position of the New York 
rates for exchange on London shall be. We speak of exchange 
rates and not discount rates. This is true not only of the 
rates for long sterling, but also of the demand and cable rates. 
High discount rates in London tend to make New York's 
demand and cable rates on London stay high. Hence the 
decline of demand sterling in New York during the week re- 
ferred to in the report, being in a degree contrary to expecta- 
tion, is a cause for comment. The rate for demand sterling 
declined in spite of the tendency of the "well m.a.mtajned" 
London discount rates to hold it up. 
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The terms steady, firm, quiet, and the like, characterize the 
trend of rates and have the same, self-evident meanings here 
as in reports from other kinds of markets. Up and off so 
many points are expressions used in making comparisons of 
the rates of this day with those of the last preceding day. 
Generally, closing rates are compared with closing rates. 
What is meant by a "point" can only be told by context. 

The foreign-exchange article often makes reference to the 
shorts or the short interest. Thus: "The market [in New 
York for sterling] was quiet throughout the day. What bills 
were offered were quietly absorbed by the short interest, keep- 
ing rates steady." Since the fluctuations of rates of exchange 
can in part be forecasted there is a good deal of systematic 
and businesslike speculation in exchange (compare Chap. 
XIV) . An operator can find various ways to put himself long 
or short of the market. If he goes short he will need some 
time to buy in exchange "to cover." That is, he will need to 
buy in an amount of exchange to meet his commitments. In 
the sentence quoted above, the reporter is telling us that 
operators who were short of sterling exchange were quietly 
buying up bills to cover their commitments or needs. These 
"shorts" were not worried and were taking their time. Such 
purchases as they made helped support the price of sterling. 

§ 25. The classes of exchange quoted. — A classification of 
exchange may be founded upon any one of three bases, (1) 
length of life, or the time to elapse until payment is due, (2) 
domicile, or the place where the exchange is payable, and 
(3) security. Distinguished according to length of life, the 
more common classes are (a) telegraphic transfers or "cables," 
(b) sight, or demand bills, (c) sixty days sight bills, and (d) 
ninety days sight bills. By a sixty days sight bill is meant, 
of course, one payable sixty days after the date of sight by 
drawee or date of acceptance. Less common types are drafts 
payable at 3, 7, 10, and 30 days, and 4 and 6 months after 
sight, and drafts payable at various designated periods after 
date instead of after sight. If the law of the place where 
time bills are payable, allows days of grace, these days must 
be added to the period specified in the bill, to ascertain the 
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legally effective date of maturity. Days of grace may be 
waived and a bill may be so written as to deny them, but com- 
monly nothing is said about them and therefore they are 
counted. 

Classification according to domicile is too simple a matter 
to call for extended comment. Distinguished according to 
domicile, we have in our market English, French, German, 
Italian, and Spanish exchange, and so forth. Sometimes ex- 
change drawn on a given country is called by the name of the 
money unit of that country. Thus when a person means that 
exchange on Germany has become cheaper, he may say that 
"marks have fallen." 

The third basis of classification is security. In this con- 
nection we mean by the term security that which assures or 
helps assure the holder of commercial paper or of promissory 
obligations in general, that he will be able to collect what is 
due him. In this sense, security falls into two classes, (1) 
personal and (2) collateral security. Personal security is the 
liability to pay of any person who is bound. The obligor's 
liability is the holder's security. Collateral security consists 
in articles of value (often promissory obligations such as 
bonds, notes, or acceptances, or again corporation shares, or 
warehouse receipts and bills of lading which entitle the holder 
to receive designated lots of merchandise) which are pledged 
to the holder of an obligation or are otherwise legally placed 
at his disposal so as to enable him to realize upon their value 
in case the persons bound on the obligation fail to make pay- 
ment or payments when due. This security is "collateral" in 
the sense that it exists along side of and in addition to the 
primary personal security. 

There are three main classes of exchange distinguished 
according to personal security. These are: 

1. Bankers' drafts on bankers, including telegraphic transfers 

2. Merchants' drafts on bankers 

3. Merchants' drafts on merchants 

6 A "natural" person is an ordinary individual and a "legal" or 
"artificial" person is a corporation, private or public. Personal security 
includes the liability to pay of both natural and artificial persons. 
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The possible class of bankers' drafts on merchants does not 
figure in practical life. Full explanation of the origin and 
manner of handling these several types of exchange belongs to 
subsequent chapters. Exchange of the first elass has a bank 
as drawer 7 and a bank as drawee, and in the case of time bills 
a bank as acceptor. Judged from the standpoint of personal 
security, then, this is in general the highest class of exchange. 
Exchange of the second class (consisting often of long bills) 
is drawn under a letter of credit or "against a bank credit." 
In the instance of the best types of bank credits, the drawee 
bank will be bound in advance by contract to honor the draft, 
or some other bank will be bound in advance to make good 
if it does not, and thus, in general, authorized drafts by mer- 
chants on banks have a high credit rating. Merchants' drafts 
on merchants are, on the other hand, in general inferior in point 
of personal security. Personal security possesses greater prac- 
tical importance than collateral security. Distinguished with 
respect to collateral security, exchange divides itself first of all 
into two main and obvious classes, (1) exchange without, and 
(2) exchange with collateral security. Exchange drawn by 
banking houses proper rarely if ever has collateral. 8 That 
drawn by traders in goods and securities usually has collateral. 
Every distinct class and subclass of exchange may take a dis- 
tinct rate of exchange. But newspapers publishing market 
tables do not endeavor to give every one of these distinct rates. 
§ 26. The telegraphic transfer or cable. — Orders directing 
the payment of money abroad which are transmitted by tele- 
graph instead of by the mailing of a draft, are known as 
"telegraphic transfers" (abbreviated "t. t.") and also in this 
country as "cables." The cable does not involve a written 
and negotiable bill, but it is still classified as exchange because 
it occasions the same transactions and payments as a bill. 
The purchaser of the cable designates the person abroad to 

7 We may speak loosely of the drawer and drawee of a telegraphic 
order to pay money. 

8 Acceptance accounts are presumably, more often than not, protected 
by collateral, but this is not collateral security for the bill of exchange 
itself and is not open to attack by the holder of this instrument. 
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receive payment. The bank which sells the cable is analogous 
to the drawer of the bill, and the bank directed to make pay- 
ment, to the drawee. The bank which sells a cable of the 
amount of £10,000 for a price in domestic money of $48,750, 
will find its London balance reduced by £10,000 and its home 
office funds increased by $48,750 as a result of the operation, 
in the same way as if it had sold a bill, except that in the case 
of the cable the depletion of the foreign balance will take place 
much earlier, often in fact on the same business day with 
the sale. 

In communicating telegraphic orders banks use individual 
secret codes. These codes serve the twofold object of reducing 
cable charges and of guarding against the transmission of 
fraudulent orders by unauthorized persons. The genuineness 
of a bill of exchange is judged chiefly by the signature, but, 
in the absence of a written instrument, the genuineness of the 
cable is judged in part by secret signs in the code dispatch, 
such as test words, constituting the first or last words of the 
message, or other devices. The purchaser of this form of 
exchange takes a receipt for his money, which recites the rele- 
vant facts of the order, and this he holds as evidence of his 
claims for reimbursement in the event of the failure of the 
required delivery of foreign money to his payee. The selling 
bank and its correspondent assume no liability for mistakes 
or delay in the transmission of messages by the cable com- 
panies. 

The fact that cables sell for a higher rate than demand drafts 
is due wholly to the priority of their payment abroad, and 
has nothing to do with the telegraph charges. The latter are 
as great for small as for large sums and are paid for separately. 
In the case of relatively small orders, say for less than £5,000, 
the purchaser pays the cable charges ; for larger orders the sell- 
ing bank is apt to assume these charges. A telegraphic order 
may, of course, be transmitted by the wireless. 

§ 27. Sterling rates. — For historical reasons the money of 
England is called sterling. Likewise exchange drawn on and 
payable in England is called sterling exchange, or again merely 
sterling. The English money notation is as follows; 
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1 pound = 20 shillings = 240 pence = 960 farthings 

1 shilling = 12 pence = 48 farthings 

1 penny = 4 farthings 

The farthing is of little practical consequence. A sum of 
English money is commonly written in figures in the following 
manner: £3, 17s. 9d. or £3/17/9 (namely, three pounds, seven- 
teen shillings, and nine pence — which is, incidentally, the 
Bank of England's minimum buying price for gold bullion 
per ounce *% 2 fine). £, s, and d, are abbreviations for the 
Latin words, libra, solidus, and denarius. Shillings are also 
abbreviated as "sh." For the purposes of computation it is 
often desirable to reduce shillings and pence to decimal frac- 
tions of pounds. 

In our market, sterling rates are at once the most important 
and the simplest in form. It has already been made clear 
that these rates are expressed as the number of dollars payable 
for one pound of exchange. A word is in order regarding the 
standard scale of intervals along which they rise and fall. 
There are really two customary scales. The first and older 
is the scale by eights of a cent per pound. Beginning, say, 
with 4.86 the rates next in order above according to this scale 
would be 4.86%, 4.86%, 4.86%, and so on. Under more re- 
cent practice, especially in New York, rates are made to rise 
and fall by intervals of % o of a cent, so that the rates in 
order above 4.86 would be 4.8605, 4.8610, 4.8615, 4.8620, and 
so forward. With this scale, prices may be shaded to a some- 
what finer degree than under the earlier one. On occasion, the 
two scales will be found combined. If, where the system of 
eighths is employed, exchange rises from 4.86% to 4.86%, the 
reporter is apt to speak of an advance of % of a "point." A 
point must therefore in this case mean 10 per pound sterling. 
On the other hand, a rise of quotations from 4.8605 to 4.8610 
is usually called an advance of 5 points, so that in this instance 
a point means only % o of a cent. 

§ 28. The rates on France. — The monetary unit of France 
is called the franc; its hundredth part, the centime. The 
franc is now a unit of 65.5 milligrams of gold % fine. This 
Was determined by the law of June 25, 1928. Before this law, 
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the franc of gold 9 consisted of 322.58 milligrams of gold % 
fine, this being established by the law of March 28, 1803. 
The manner of statement in the old law was, however, merely 
that 3,100 francs should be coinable from 1 kilogram of gold 
.900 fine. The present law gives a franc of 65.5 mg. Natu- 
rally no gold coin so small as the single franc has been pro- 
vided for under either statute. From 1803 to 1928 the legal 
gold franc remained unaltered, despite the various changes 
which took place in the de facto standard of France during 
this long period. The mint or gold pars between the United 
States and France are (carried to the fifth decimal) : 

Old franc of gold 19.29520 cents 

New franc of gold 3.91789 cents 

The present method of quoting French exchange in New 
York is the simplest and best one of giving the number of 
cents 'of American money payable for one franc of draft or 
telegraphic transfer. Thus: 

Demand on Paris 3.90%« 

This figure may also, of course, be construed as the number 
of dollars per 100 francs. Whether a fine shading of the prices 
of exchange is to be secured by the extension of the decimal 
part of the quotation or by the appending of common frac- 
tions in 16ths or 32nds, is a matter of arbitrary choice. 

Before the World War, the custom in New York was to quote 
exchange on France in accordance with the "indirect price" 
method. Thus Paris checks might be, say, 5.17%, signifying 
5.17% francs of exchange for $1 of money of the United 
States. These quotations are a matter of possible interest to 
any financial historian. They rose and fell along a standard 
scale or ladder which contained as fixed figures or rungs 
5.16%, 5.16%, 5.17%, 5.18%, and other values, higher and 
lower, separated by intervals of % of a centime, though this 
scale was not adhered to rigorously. In older days the com- 
mon interval in the scale of sterling quotations was % of a 
cent, and it is supposed that the interval of % of a centime in 

9 Before 1874 there was a legal standard franc of silver aa well. 
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the scale of franc quotations was adopted as being the virtual 
equivalent of % of a cent. 

But, in the course of time, competition reached a point which 
made it necessary for dealers to shade prices to a finer degree 
than was possible with the interval of % of a centime. A 
device often employed for this purpose of finer shading was 
the appending of a supplementary fraction to the main quota- 
tion, such a fraction as plus or minus Yj_q, %2j %4> %ii etc 
This produced such curiosities as the following: 

5.19% less Vis 

This does not mean 5.19% 6 , even though % less % 6 is truly 
% 6 . The portion of the quotation comprised in the phrase 
"less y 16 " means less % 6 of 1%, and it shows that, after the 
price of any parcel of exchange has been figured according to 
the main or first part of the quotation, a rebate or reduction 
of y ia of 1% from this price is to be allowed the buyer. If 
the supplementary fraction were "plus %6>" the price would 
have to be increased by % 6 of 1% of itself. 

What, for an example, would be the cost of a draft for 
207,750 francs at the rate of 5.19% less % 6 ? The price of 
this bill at the flat rate of 5.19% would be found as follows: 

5.19% = 5.19375 

If 5.19375 francs cost $1, 207,750 francs will cost as many- 
dollars as 5.19375 is contained times in 207,750. 
5.19375) 207,750.00000 (40,000 
207,750.0 



or $40,000. 

The supplemental fraction indicates that the purchaser is en- 
titled to a reduction or rebate of Vie of 1% of $40,000. 1% 
of $40,000 is $400, and }4 6 of this is $25. Therefore, since 
$40,000 - $25 = $39,975, 

207,750 francs @ 5.19% less %s will cost $39,975. 

If the rate were 5.19% plus He. the price of the bill would be 
$40,025. 

Our adoption in recent years of the direct price quotation 
for rates on France is an evident gain in clearness and sim- 
plicity. 

§ 29. The rates on Germany. — The monetary unit of Ger- 
many is called the reichmark or mark, and its hundredth 
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part is the pfennig. From the beginning of the World War 
until the close of the year 1923, the legal tender mark in actual 
circulation was an inconvertible and depreciated unit of paper 
money, but the mark of gold is now again the actual standard 
of value (1931). This consists of .39825 (approximately) 
grams of gold % fine, as established by the law of December 
4, 1871. What the statute provides is that 139% pieces of 10 
marks each shall be coinable from 1 pfund (500 grams) of 
fine gold and that the coin shall consist of 9 parts gold and 1 
part copper. This leads to the figure which we have given 
for the weight of the single mark. When in 1924 Germany 
took definite steps to reestablish the gold standard, it set 
the rate of redemption for the war-time paper currency at 
1,000,000,000,000 (one trillion, American style, one billion, 
European style) of paper marks to one new gold mark, but it 
did not change the weight and fineness of the gold mark from 
the figures determined by the act of 1871. 

The mint or gold par between Germany and the United 
States is (closest figure to five decimal places) : 

1 mark = 23.82131 cents 
1 dollar = 4.19792 marks 

The present method of quoting German exchange in New 
York is to give the number of cents of American money pay- 
able for one mark of draft or telegraphic transfer. 

The method was different before the war. As an example 
of what was then in vogue we might select: 

Demand drafts on Berlin 95%e less Yet 

This consists of (1) a main rate, namely 95 % 6 , and (2) a 
supplementary fraction, less % 4 . The main rate signifies 
that 95% 6 cents are payable for four marks of exchange. As 
a matter of custom, marks were quoted in lots or parcels of 
four. The supplementary fraction signifies that the buyer of 
the exchange is entitled to a reduction or rebate of % 4 of 1% 
from the price of the bill as figured according to the main rate. 
To illustrate, the price of a draft for 128,000 marks would 
under the above given quotation be figured as follows: 



THE RATES OF EXCHANGE 

128,000 marks contains 32,000 (128,000 ■+- 4) units of four 
marks. 32,000 units (of 4 marks each) at 95%e0 each 
would cost $30,460, calculated as follows: 

95% 6 = 95.1875 = $0.951875 

.951875 dollars per unit 

32,000 units bought 



1903.750000 
28556.25 



30460.000000 cost of bill in dollars. 

The supplementary fraction, less Yei, gives the purchaser 
a right to a reduction or rebate of %4 of 1%. 

1% of $30,460.00 = $304.60 
y m of 304.60 = 4.75 

The final price of the bill, therefore, will be $30,460.00 less 
$4.75 or $30,45555. 



CHAPTER VI 

THE DOCUMENTARY TRADE BILL 

§ 30. The documentary bill of exchange. — The bill of ex- 
change is an instrument both of settlement and of finance; 
an instrument of settlement in that payment of exporter by 
importer is accomplished through its use; an instrument of 
finance in that, where it is a time bill, its discount at some 
money center usually serves to shift the burden of the advance 
of capital in the goods for the period of their transportation, 
from the merchants to a bank or other money lender. There 
are many plans or methods of settlement, and what is a suit- 
able one in a given case depends upon the conditions in the 
contract of sale or again perhaps upon the customs of the 
trade. Within the limits of ordinary practice, the most severe 
terms an exporter can exact are "cash with order," which will 
require the importer to place in the exporter's hands the price 
of the goods (in the currency of the exporter's country) before 
the exporter will even incur any expenses in connection with 
them for their gathering together or manufacture. An ex- 
porter who is a little less exacting may demand only a part 
of the price in cash with the order. Among conditions that 
are in any way common, the next most severe is "cash against 
documents," which means that, for the surrender of the ship- 
ping documents into the control of the importer or his agent 
immediately after the act of shipment, the exporter is to re- 
ceive cash in full under some one of the several plans of 
payment which will relieve him of any real danger of recourse. 
If we jump to the other end of the series, we discover that 
the most lenient conditions known to ordinary practice are 
found in the sale "on open account." Here, after shipping 
the goods, the exporter forwards the bill of lading and inci- 
dental documents to the importer without drawing upon him 
or his bank and without receiving any remittances from him 

78 
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in advance. Of course there will be, or ought to be, some 
understanding with regard to the regularity and promptness 
of payments to the account, and differing degrees of liberality 
may appear here, just as they do in charge accounts of inland 
commerce. 

It is not our intention at this time to go at length into the 
subject of terms of sale and payment. The point to be made 
at present is that there are a very great number of conditions 
and arrangements possible and that some call for one method 
of settlement and some for another. We shall proceed to deal 
first with the so-called documentary trade bill and the methods 
of settlement and finance involved in the use of this particular 
type of instrument. 

A documentary bill is a bill of exchange to which the drawer 
has attached some document or documents of value usually to 
serve as collateral security for the benefit of any purchaser of 
the bill or advancer upon it. There are but three classes of 
documents serving as collateral in this manner, which possess 
any great practical significance, (a) bills of lading, (6) ware- 
house receipts, and (c) bonds or certificates of stock. It is 
with the draft bearing a bill of lading that we are to be pri- 
marily concerned. This instrument is drawn as a means of 
obtaining payment for goods shipped. It is said to be drawn 
"against" the goods, or with equal right "against" their ship- 
ment, while it is drawn "on" or "upon" the person who is 
drawee. One ought not to speak of a draft as being drawn 
"against" the drawee, but this rule is often violated. As might 
be supposed, the bill of lading that is coupled with a draft is 
in the typical case the one which covers the particular lot of 
goods against which or on account of which the draft in ques- 
tion is drawn. The vast majority of foreign drafts drawn by 
merchants are documentary bills, and this holds good whether 
they are drawn on importers or on banks under commercial 
letters of credit. 

A draft of a merchant upon a merchant, made against a 
shipment of goods, whether the documents are attached or not, 
is known in a technical way as a "trade bill," whereas a draft 
by a shipper or merchant upon a bank, drawn under the 
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special arrangement called a commercial or bank credit, and 
drawn against a shipment of goods to some other merchant, 
although arising equally out of an operation of trade, is not 
known technically as a "trade bill." That is, a trade bill is 
to be defined not as one arising out of an operation of trade 
but as one drawn by merchant on merchant in connection 
with an operation of trade. A time bill on a merchant accepted 
by the latter is classed as a "trade acceptance." A time bill 
on a bank accepted by it is distinguished from this sharply, 
and is called a "bank acceptance." 

Reasons for Attaching the Documents. — 1. Speaking of the 
draft drawn by merchant upon merchant, there are two reasons 
for attaching the bill of lading. The first is that it may serve 
as collateral security. This signifies that the banker or other 
purchaser of the draft is given such a legal interest in the goods 
as will enable him to force their sale in the event of the dishonor 
of the draft, and reimburse himself from the proceeds of the sale 
(so far as these proceeds may go) for his failure to collect 
what was due upon the draft itself. It should be understood 
that a bank which handles a draft is by no means always a 
purchaser, for it may take the instrument for mere collection, 
whether because the drawer voluntarily refrains from offering 
it for sale or because on grounds of credit risks the bank de- 
clines to make the purchase. When the bank takes for mere 
collection, it stakes nothing in the instrument and acquires no 
rights in the documents as collateral (unless, indeed, the one 
placing the draft for collection owes the bank money on some 
separate account and has signed a general or blanket collateral 
agreement) . Often, however, a partial advance will be made 
against a collection, in which case we cease to have a mere 
collection. If the bank makes a loan or advance of a portion 
of the proceeds expected to accrue from the collection of the 
draft, both the draft itself and the documents attached to it 
will become the bank's collateral security on account of this 
advance. 

2. The second reason for attaching the shipping documents 
to the draft is to prevent the importer from obtaining the goods 
without honoring the draft. This reason stands out separately 
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from the first whenever the draft is placed for mere collection 
with the documents nevertheless attached to it, for here no 
collateral security interest is created. The importer will be 
Unable to procure the goods at destination until he obtains 
possession of the bill of lading properly indorsed. The ex- 
porter can take advantage of this fact to safeguard his inter- 
ests. He attaches the bill of lading to the draft with instruc- 
tions that it shall not be delivered to the importer until the 
latter has honored the draft. Sometimes the instructions re- 
quire merely an acceptance, sometimes a full payment. 

Clean Bills. — A bill of exchange without documents attached 
is known as a "clean bill." While nearly all exporters' drafts 
upon importers are documentary bills, there are some that are 
clean. All bills drawn by commercial banks, in the ordinary 
course of the work of their foreign departments, will be clean 
bills. When the documents are detached from a so-called 
"documentary acceptance bill" (see later pages), it becomes 
thenceforth a clean bill. 

The Several Documents Attached. — The number and char- 
acter of the documents that will be attached to the draft of 
an exporter upon an importer varies in different countries, in 
different lines of trade, and in different circumstances. But 
what we may call a standard or full set of documents includes 
(1) the bill of lading, (2) the insurance policy or certificate, 
(3) the shipper's invoice, (4) the consular invoice, and (5) 
various certificates pertaining to the origin and condition of 
the goods, which may be required by customs, sanitary, or 
other laws applicable to the shipment, or may be demanded 
by the importer in the agreement of sale. 

In General. — The length of life and the character of the 
instrument in general are dependent principally upon the con- 
tract of sale between importer and exporter. This ought to be 
an express contract with respect to all important and debatable 
matters, but certain parts of it are likely to be implied in the 
known usages of the trade. Much trouble and difficulty is 
experienced in the actual settlements of foreign trade, by rea- 
son of the failure of the agreement of sale to be complete 
or sufficiently explicit. 
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It is usual for the amount of the draft to be the total sum 
for which the goods are sold, but at times it may be for some- 
thing less, that is, for some stipulated but fairly large fraction 
of the total price. 

Bills in Sets. — We cannot define a foreign bill as one drawn 
to aid in the settlement or financing of a foreign trade trans- 
action, because a domestic bill is often created to serve this 
very purpose. A domestic bill is one payable in the country 
in which it is drawn, and a true foreign bill is one payable in 
another country than the one in which it is drawn. Domestic 
bills are sometimes drawn in sets, and foreign bills are nearly 
always so drawn. A bill in a set is one made out in a plural 
number of copies. These copies must be clearly numbered to 
show that they are not independent bills. In usual practice 
one copy is written or marked as the "original" or "first of 
exchange" and succeeding copies as "duplicate" or "second," 
and "triplicate" or "third," and so on. The first of exchange 
will read as an order to pay "second and third unpaid" (i.e., 
provided neither second nor third of exchange have been 
paid), and so forth, so that the payment of any copy has, 
special circumstances apart, the legal effect of making other 
copies void. The law places no limit upon the number of 
copies in which a bill in a set may be drawn. The following 
sentences are from the American Uniform Negotiable Instru- 
ments Law: "Where a bill is drawn in a set, each part of the 
set being numbered and containing a reference to the other 
parts, the whole of the parts constitute [sic] one bill. . . . The 
acceptance may be written on any part, and it must be written 
on one part only. If the drawee accepts more than one part, 
and such accepted parts are negotiated to different holders in 
due course, he is liable on every such part as if it were a sepa- 
rate bill. . . . When the acceptor of a bill drawn in a set 
pays it without requiring the part bearing his acceptance to 
be delivered up to him, and that part at maturity is outstand- 
ing in the hands of a holder in due course, he is liable to the 
holder thereon. . . . Except as herein otherwise provided, 
where any one part of a bill drawn in a set is discharged by 
payment or otherwise the whole bill is discharged" (from 
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Article XVI of the law, as enacted by the State of New 
York). 

Bills are drawn in sets for various reasons of convenience 
and safety. Documentary foreign bills are regularly so issued, 
and the documents to be attached to them are also issued in 
sets. 

§ 31. The bill of lading. — A bill of lading is the written 
acknowledgment of a transportation company of the receipt 
of goods for carriage to a designated place and is the contract 
of the company to carry them there. The instrument contains 
a brief description of the goods, the packages and the mark- 
ings, to identify the shipment, and a recital of the terms under 
which the company undertakes the carriage. The shipper is 
known also as the consignor, and the one to whom the goods 
are sent is known as the consignee. To ship is, as well, to con- 
sign, and a shipment is also a consignment. In a narrower but 
commercial sense, "to consign" means to ship property to a 
person for sale or reshipment by him as a mere agent or factor 
of the shipper. If A sends goods to B "on consignment" in 
this sense, B is not an independent purchaser of the goods but 
is an agent, and A takes the mercantile risks. The consignee 
as we are to speak of him in the present connection, however, 
is simply the person to whom goods are shipped, whether or 
not he is an independent purchaser. 

Distinguished according to the manner of indicating the 
person to whom the goods are made deliverable, there are two 
classes of bills of lading. To quote the Federal Bills of 
Lading Act of August 29, 1916, "a bill in which it is stated 
that the goods are consigned or destined to a specified person 
is a straight bill. ... A bill in which it is stated that the 
goods are consigned or destined to the order of any person 
named in such bill is an order bill." 1 The order bill is the 
one in proper form for use as collateral security. Therefore 
the export bill of lading is in regular practice an order bill, 

1 §§ 2 and 3 of the act. The text of this act, which went into effect 
January 1, 1917, may be found among other places in the Federal 
Reserve Bulletin for October, 1916, issued by the Federal Reserve 
Board, Washington, D. C. 
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and in regular practice it will be written to make the goods 
deliverable either (1) to the order of the shipper himself, or 
(2) to the order of some bank which is about to finance or 
help finance the export (whether on the one hand by purchas- 
ing or advancing against the exporter's draft, or on the other 
hand by issuing a letter of credit) . 

The bill of lading which makes the goods deliverable to the 
order of a named person, technically makes them deliverable 
to any one to whom this person may indorse. That is, the 
order bill of lading is much in the same case with the bill of 
exchange and the promissory note in being transferable by 
indorsement, and the indorsement may be either (a) blank or 
(b) special, i.e., to a specified person. But when goods are 
exported it is obviously not the intention to permit the one 
who holds the bill of lading as mere collateral, to indorse it 
over to any one in the world. The goods are to go to that 
particular one who is the importer, the person whom we may 
call the real consignee. In normal course, then, the bill of 
lading will in the end be indorsed over to the real consignee, 
but only after he has performed his duty under the agreements 
of sale and settlement, whether by honoring the exporter's 
draft or by reimbursing a bank which has provided a com- 
mercial credit. Prior to the performance of this duty, his 
name will not appear in the bill of lading as the party to 
receive the goods. The object of this omission is to prevent 
him gaining any rights that might disturb the intended use of 
the goods as collateral security. But when the goods reach 
their destination, it is necessary and proper that the trans- 
portation company should inform the importer as to the event. 
To make him known for this purpose, his name will be entered 
upon the bill of lading when it is first made out, not as con- 
signee, but as "party to be notified." Although every one 
knows that this indicates he will be in ordinary course the 
one to take the goods, the law is plain that he obtains no rights 
subversive of their use as collateral. This principle is written 
into the Federal Bills of Lading Act, in § 7 of that law. 

Much merchandise for export is shipped over the lines of 
more than one transportation company. There is often in- 
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volved at least one railroad company and one separate ocean 
steamship company. In these instances the company first re- 
ceiving, the goods is usually ready to issue a "through" bill of 
lading which will relieve the consignor (or his bank or his 
agent) of the necessity of attending to transshipment at the 
point where the second company takes over the goods for 
further carriage. That is, the through bill of itself gives a 
claim against the last transportation company for the goods 
at destination. Through bills are usually available, but they 
cannot be obtained over all routes and for all classes of goods. 
In the case of shipments (from interior points in the country, 
of course) to nonadjacent foreign countries by vessels of 
American registry, Federal law (Act of February 28, 1920, 
see U. S. Code Annotated, Title 49, § 25) requires railways to 
be ready to issue through bills under conditions to be pre- 
scribed by the Interstate Commerce Commission. The pur- 
pose of this act appears to be primarily to promote the business 
of vessels of American registry. 

If now in our reading we chance to come upon the "through 
order notify export bill of lading," we are prepared to recog- 
nize that each term in this lengthy name has a true and 
individual significance. Though the through bill of lading is 
clearly a convenience, especially from the shipper's standpoint, 
it happens to be subject to such criticism as collateral security 
that its use is in fact greatly restricted. Further discussion of 
the bill of lading is best postponed until the subject of the 
commercial letter of credit is taken up. 

§ 32. Insurance. — Though it is to the interest of merchants 
who ship goods without the aid of bank financing to carry 
adequate insurance, the decision whether to do so will rest 
with the merchants. If, however, they resort to a bank for aid, 
the question will be taken out of their hands, for the bank will 
as a matter of course demand that proper insurance be 
provided. 

Under conditions as they now are (and in truth have been 
from the beginnings of modern commerce) ocean carriers have 
a very restricted liability to give compensation for damage or 
destruction of freight. Thus, for the marine part of the trans- 
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port of goods, it is necessary to purchase a broad coverage 
from an insurance company. The liability of railway carriers, 
in contrast, is very substantial, at least in the United States. 
It is imposed upon them by statutory laws. The insurance 
of freight for the inland part of its carriage may therefore be 
omitted entirely, as it frequently is, or may be restricted to 
certain supplementary forms of protection which are procur- 
able for comparatively small premiums. It is the marine 
insurance companies that have gone into the business of sup- 
plying this incidental insurance to cover the railway portion 
of the carriage of foreign commerce. Insurance in foreign 
commerce is an involved and technical matter. Even ex- 
perienced merchants and bankers often need the advice of 
an expert to determine the requirements in a particular case. 
Exporters frequently seek their insurance through brokers, for 
this practice has a number of advantages. 

The document attached to the shipper's draft to serve as 
evidence of the insurance may be a policy (by which is usually 
meant a fully written out contract) or it may be a condensed 
certificate of insurance. Most but not all such certificates are 
instruments made out under so-called open or blanket policies, 
the latter being general contracts whereby the company em- 
powers the merchant (or other person to be insured) himself 
to fill out a certificate of insurance to cover certain classes of 
goods shipped to certain countries or regions. Such a certificate 
is made binding upon the company without being submitted to 
it for its signature or its confirmation. The necessary signa- 
ture of the company is placed upon the certificate in advance. 
The object is to save time and trouble in the making up of 
documentary drafts, and the plan is an especial convenience 
where the point of shipment is at a considerable distance from 
insurance offices. The certificates are issued in blank and are 
furnished in batches or sets in proper legal form for completion 
by the insured's filling them out. The privileges of the open 
policy are of course granted only to trustworthy persons and 
firms. Insurance companies have in recent years adopted the 
practice of issuing policies (as distinguished from certificates) 
to be completed by the assured without reference back to the 
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company. A certificate is distinguished from a policy in that 
the certificate is an instrument which does not contain the 
full contract of insurance and which therefore is incapable of 
full interpretation from its own words alone. An English 
court has lately held that a mere certificate of insurance does 
not fulfill the conditions of a C.I.F. sale (insurance to be pro- 
vided by exporter) and that the purchaser of the goods is 
entitled to a complete policy. However, the certificate under 
the open policy is very extensively used and is, generally 
speaking, acceptable to bankers who are about to acquire a 
security interest in the goods. But it is necessary to see to it 
that the certificate is permissible under the contract of sale, 
or under the usages of the country of import, or under the 
terms of the letter of credit if there is a bank credit involved. 

§ 33. The documentary instructions. — The importer who is 
drawee of a documentary draft has a right at the least to 
receive the bill of lading at the time of his payment of the 
draft. But a more liberal arrangement may be made, under 
which he receives this document for the mere acceptance of a 
time draft. This will be governed by the so-called documen- 
tary instructions, a matter which ought to be agreed upon by 
the merchants at the time of the making of the contract of 
sale. The documentary instructions of common practice are: 
(1) documents for payments (D. P.), and (2) documents for 
acceptance (D. A.). In rare cases "documents for delivery" 
may appear, authorizing the handing over of the bill of lading 
even before the honor of the draft. 

In the instance of a sight draft, "documents for acceptance" 
would of course be inapplicable and "documents for payment" 
would be understood. But great numbers of documentary bills 
are time drafts, and documents attached to such drafts may be 
either for payment or for acceptance. If the latter, there will 
be a period running from the date of acceptance to the date 
of payment, during which the holder or owner of the draft will 
have to rely exclusively upon personal security. To preserve 
the interest in the collateral till payment itself, the instructions 
must be documents for payment, and these instructions are 
common with time drafts that are drawn on ordinary mer- 
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chants. If, however, the drawee is a house of exceptional 
standing, the documents may well be made deliverable at the 
time of acceptance. 

Where a documentary time bill is drawn upon a bank, under 
a commercial letter of credit (see later pages), the instructions 
will never be documents for payment but always documents 
for acceptance, and this would be understood without express 
directions. The bank's placing its acceptance upon the instru- 
ment gives ample security. We may suppose that a bank 
would be greatly surprised, if not affronted, to encounter the 
instructions documents for payment upon a time draft drawn 
upon it. Any plan of settlement which involves the use of a 
bank's acceptance (there is a much greater variety of such 
plans than one would suppose) assumes that this acceptance 
will be discounted in the money market, i.e., sold to some 
money dealer at a price computed under the current discount 
rate. The money market in question would in ordinary course 
be that of the city or country in which the accepting bank is 
located. To be suitable for sale in any money market, an 
instrument must be suitable for transfer from hand to hand 
with unembarrassed freedom, and an instrument with docu- 
ments attached does not meet this requirement. The fact that 
the banker's acceptance has a security rating which makes the 
detaching of the documents a matter of course, gives them an 
eminent suitability for the money market. 

A draft drawn under the instructions of documents for ac- 
ceptance is often called a "documentary acceptance draft," and 
one under the instructions of documents for payment, a "docu- 
mentary payment draft." A newspaper item such as, 

Grain for payment 4.82 

signifies that 4.82 is the rate of exchange for long sterling bills 
(of a length of life presumably known to the technical reader 
and at any rate not stated in the newspaper) with bills of 
lading attached covering shipments of grain, and governed by 
the instructions "documents for payment." 

Against American cotton exports there were in former times 
great numbers of documentary acceptance bills drawn in 
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sterling upon English spinners. The "clean" acceptances of 
these firms sold readily in the London money market, though 
usually subject to a slightly higher rate of discount than the 
acceptances of English bankers or regular London "acceptance 
houses." 

When documentary instructions are omitted in connection 
with a draft on a merchant, a question arises which has caused 
some litigation. The Uniform Bills of Lading Act (at present 
writing in force in more than half the American states) settles 
this question where it governs, by the provision (§41) that 
when the bill is drawn at sight or not more than three days 
sight, the presumption is that documents are for payment, 
otherwise that they are for acceptance. 2 

§ 34. The hypothecation or pledge. — The nature and ex- 
tent of the rights which the holder of a documentary draft 
acquires in the goods will depend on the character of the bill 
of lading, and upon any collateral-agreement between the 
drawer and holder of the draft, and upon the national laws 
and usages which govern in the instance of the particular ship- 
ment, and, we must add, at times upon special circumstances. 
Merchandise might go from Holland to Brazil under a letter 
of credit which authorizes the exporter in Holland to draw and 
sell there a documentary time draft in dollars upon some New 
York bank. Here the laws and customs of three countries 
come to bear in one way or another upon the plan of settle- 
ment. What with the diversity of the legal systems of differ- 
ent countries and the variety of contracts and arrangements 

2 "Where the seller of goods draws on the buyer for the price of the 
goods and transmits the draft and a bill of lading for the goods either 
directly to the buyer or through a bank or other agency, unless a dif- 
ferent intention on the part of the seller appears, the buyer and all 
other parties interested shall be justified in assuming: (a) If the draft 
is by its terms or legal effect payable on demand or presentation or 
at sight, or not more than three days thereafter (whether such three 
days be termed days of grace or not), that the seller intended to require 
payment of the draft before the buyer should be entitled to receive and 
retain the bill, (b) If the draft is by its terms payable on time, ex- 
tending beyond three days after demand, presentation or sight (whether 
such three days be termed days of grace or not), that the seller in- 
tended to require acceptance but not payment of the draft before the 
buyer should be entitled to receive or retain the bill." 
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individuals are able to invent, we laymen can readily perceive 
that the nature of the interest which bankers have in the goods 
flowing in the channels of foreign trade, constitutes a difficult 
and extensive subject. The technical legal character of this 
interest is beyond the range of the present book, for to deal 
with it even within the single field of American law would 
lead into such subjects as title, mortgage, lien, pawn, and 
hypothecation. It may be affirmed, however, that in the stand- 
ard or usual case the practical substance of the banker's rights 
will be a power of sale over the goods, which will come into 
being the moment the importer makes a default, or otherwise 
fails to perform his duties as determined by the plan of set- 
tlement. 

In the illustration of an export from Holland to Brazil 
against a time draft on a New York bank, the main default 
that might take place would be the failure of the Brazilian 
importer to pay at the appointed time enough milreis to the 
Brazilian bank (which we assume negotiates for the credit) 
to enable it to supply itself with sufficient New York exchange 
to reimburse the New York bank for its payment of the ex- 
porter's dollar draft at its maturity. And the result of this 
default would be that the Brazilian bank would come into the 
power of sale over the goods. The documents will be so 
handled by the various banks involved in the settlement as 
to give effect to this intention. This serves to indicate how 
varied the story of the right to the goods may be. 

As for the trade bill (drawee = importer) , the one who owns 
the bill is the one to come into the power of sale, and the con- 
ditions under which the power will be brought to life depend, 
of course, in part on the documentary instructions. The fol- 
lowing conspectus summarizes the matter: 

Instance of a Time Bill 

A. Instructions being "documents for payment" 

1. Dishonor by nonacceptance immediately establishes the 
power of sale 

2. Acceptance being granted, subsequent default by nonpay> 
ment establishes the power of sale 
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B. Instructions being "documents for acceptance" 

1. Dishonor by nonacceptance establishes the power of sale 

2. Acceptance granted, subsequent default by nonpayment is 
without effect on the power of sale 

Instance of a Sight Bill 

Documents will be "for payment" only and default by nonpay- 
ment upon first presentment will establish the power of sale. 

Where the documents are "for acceptance," the importer's 
refusal to accept will of course bring the power of sale to life, 
but, acceptance having been granted, a subsequent and separate 
default by nonpayment will have no effect upon it. For the 
holder of the draft makes a complete surrender of the goods 
as collateral by delivering up the bill of lading in return for 
the acceptance. If he is unable to collect payment on the 
draft at maturity, he will have no better chance to come at 
the goods that were originally associated with this instrument 
than any other unsatisfied creditor of the importer will have. 
And if, prior to the default for nonpayment, the importer sells 
the goods to a third party, the chance of the holder of the 
draft at them disappears along with the chances of any of 
the importer's general creditors, and the buyer receives a clear 
title to them. 

Consultation with Exporter. — There may be a limitation 
upon the power of sale set up by some agreement on the part 
of the bank to consult with the exporter before putting the 
goods up at auction. Again, the bank may, as a mere volun- 
tary measure, delay action to give the exporter an oppor- 
tunity to make good upon the draft and dispose of the goods 
on his own account, whether by sale where they are or by 
shipment elsewhere or by return of them home. 

In Case of Need. — Sometimes the exporter will have an agent 
or correspondent in the country to which the goods have been 
sent — we refer to some one distinct from the importer. And 
in the event of the latter's dishonor of the draft, the exporter 
may wish the bank holding the instrument to take the matter 
up with this agent. One way to indicate this is to write "In 
case of need ," with the name of the agent in ques- 
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tion. If dissatisfaction with the goods or the time of their 
shipment is the reason for the importer's dishonor, the "in 
case of need" may be able to make adjustments which will 
induce the importer to accept or pay. If the trouble is deeper, 
he may (with the consent of the holder) undertake to honor 
the draft in the importer's stead, while receiving the bill of 
lading in accordance with the original or modified instructions. 

Acceptance for Honor. — In general, if B refuses to accept a 
draft drawn on him by A, C may intervene and, with the 
consent of the holder, place his acceptance upon it in substitu- 
tion for B's. Such an acceptance is known at law as an "ac- 
ceptance for honor." The acceptor for honor designates the 
one for whose honor he takes action. This one is not neces- 
sarily the drawer. He could be an indorser. The acceptance 
for honor is fully binding in favor of the holder (and also all 
other parties subsequent to the one for whose honor it is 
granted). The banker owning the draft may be willing to 
take such an acceptance and while doing so abide by the 
documentary instructions as originally given except that the 
acceptor for honor becomes substituted for the importer as the 
one to receive the bill of lading and accompanying documents. 

Surplus and Deficiency of Proceeds of Sale. — When the 
power of sale is exercised by the banker, it is a well-known 
fact of experience that the proceeds usually fall short of the 
amount due him. Under all usual arrangements and agree- 
ments, the one upon whom the banker has, by reason of the 
default, a right to take recourse, will have to make good the 
deficiency in the receipts from the sale. In the instance of 
the documentary trade bill, this one is, we readily perceive, 
the exporter-drawer. If, perchance, a surplus results from the 
sale, it will belong to the person subject to the recourse. 

Goods beyond the Reach of an Attaching Creditor of the 
Merchant. — During the period of transportation, or, more 
accurately, while the bill of lading is outstanding, the goods 
are in the immediate control or possession of the carrier, and 
during the period when the banker is the holder of the bill of 
lading he has an exclusive right to procure the goods from the 
carrier. Nevertheless, all the time the underlying property 
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in these goods is in one of the merchants (which one depends 
upon the method of settlement being followed). We are now 
dealing primarily with the case of the documentary trade bill. 
Here the underlying property remains with the exporter until 
the delivery of the bill of lading to the importer. The ques- 
tion arises, can unpaid creditors of the exporter procure the 
attachment of these goods on the theory that they are his 
property, and thus drain away the security of the bill of lading 
held by the banker? This question is answered at law in a 
clear negative, and the principle has been written into both 
the Federal and the Uniform Bills of Lading Acts of this coun- 
try (§ 103 of the Federal and § 24 of the Uniform Act). The 
use of bills of lading as collateral is a matter of extreme im- 
portance, and this rule of law has the valuable effect of re- 
enforcing the bill of lading as a document of title to goods 
hypothecated. 

Letters and Certificates of Hypothecation. — In this country 
in former times bankers required the exporter to give special 
written evidence of his pledge of the bill of lading and goods. 
This took the form of either a certificate or a general letter of 
hypothecation. Hypothecation is a technical term for the 
pledging of something to secure a debt without making a phys- 
ical delivery of that something to the pledgee. The goods 
are delivered to the carrier, but they are nevertheless hypothe- 
cated to the banker. A certificate of hypothecation is an 
instrument in briefer form executed for a single shipment and 
designed to be attached, among the other "documents," to the 
particular draft drawn against that shipment. A general letter 
of hypothecation is an instrument of similar import (and 
greater length) drawn up to cover any and all documentary 
drafts which may be negotiated to the bank by its writer within 
the lifetime of the letter. It is no longer usual practice for 
American banks to ask for these special documents of hypothe- 
cation, because the legal result of turning over the bill of 
lading has become so well settled (due partly to statutory 
developments). The exporter is often, however, a party to a 
general collateral-agreement with the bank, which may apply 
in part to foreign-exchange transactions. 
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§35. Prepayment and the rebate rate.— At this point we 
take up the prepayment of drafts by their drawees and the 
so-called rebate of interest. The problem of prepayment or 
retirement of a draft arises only in connection with 

1. Time bills 

2. Bills with instructions of "documents for payment" 

3. Bills drawn on merchants (as contrasted with banks) 

The most important examples of prepayment involve drafts 
drawn for the money of the drawee country rather than for 
money of some country foreign to it. It was in England that 
the custom of prepayment reached its earliest and greatest 
development. 

In general, we would not expect the acceptor of a bill to 
come forward and offer to discharge it before its maturity. 
But with long-term documentary-payment bills this very thing 
often happens. For, partly as a matter of convenience, partly 
of custom, a bill is likely to be drawn with so great a number 
of days to run that the goods reach destination quite a time 
before it falls due. Now market conditions or other reasons 
may make it important for the importer-drawee to secure an 
early control of the goods, and if they are perishable this may 
be imperative. Thus offers of prepayment come to be made. 

Suppose A of New York sends to B of London merchandise 
priced in sterling at £10,000, it being understood that A is to 
draw a documentary-payment bill on B for this amount at 
sixty days sight. A ships and draws on October 1st. The 
draft is sold to a New York bank, is forwarded by it to Lon- 
don and is there presented to B who accepts, let us suppose, 
on October 7th. The instrument becomes payable 63 days 
after this date and so matures on December 9th. The goods 
might easily be docked in London say by October 14th. They 
would then be available 56 days prior to December 9th, the 
maturity date of the draft. If now B finds it necessary to 
obtain these goods immediately upon their arrival, we have an 
illustration of the need of prepayment. A documentary-pay- 
ment acceptance will not be sold in the money market but will 
be held by the bank which presented it. Thus, B knows at any 
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time where to find his acceptance and where to propose pre- 
payment to get the bill of lading. 

The drawee will ask that an allowance be made him on 
account of interest, for the number of days by which his pay- 
ment anticipates the date of maturity, that is, he will ask for 
a "rebate of interest" so-called. If he is to discharge the draft, 
say, 56 days before it is due, the bank which owns it will have 
56 extra days use of the funds paid over, and he will be de- 
prived of 56 days use of money. Money being worth its 
interest, it has become the custom to allow a rebate for pre- 
payment. 

In some countries there is a more or less public and stand- 
ardized (though not unvarying) rate at which the allowance 
for prepayment is to be calculated. This is often called the 
"rebate rate" or the "rebate rate of interest," but technically 
it is really a discount rate and would best be called the retire- 
ment rate of discount. (It is a rate of discount because it tells 
what percentage of the maturity-value or future sum is to be 
deducted from this future sum, i.e., because it expresses the 
deductible amount as a percentage of future rather than of 
present money. Compare Chap. III.) In some countries 
the rate is left to private adjustment between drawee and 
banker, as in the United States at the time of present writing. 

To give a formal definition, the retirement rate of discount 
is the rate used to compute the sum which the acceptor of a 
documentary-payment bill must pay to the holder in order to 
redeem or discharge it before the date of its maturity, to obtain 
the bill of lading attached as collateral. The customary re- 
tirement rate in England is % of 1% above the advertised rate 
of interest for short deposits allowed by the leading London 
joint stock banks. This will usually place the retirement rate 
from 1 to 2% below the bank of England's official minimum 
discount rate. 

§ 36. Prepayment — mercantile receipts and costs. — The 
price quoted in an international transaction is nearly always 
in a way nominal, for usually it is not exactly what buyer 
pays or seller receives. To bring out our point, we may con- 
tinue with the illustration of the preceding section. On 
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October 1st, A made a shipment to and drew upon B, the draft 
being for £10,000 and at 60 days sight. The goods arrived on 
October 14th and B prepaid the draft on that date. The sum 
paid over to retire this bill is the cost of the goods to B, except 
that if any charges were left for B to pay they would have to 
be added. The face value of the bill being £10,000 (or the 
nominal price of the goods) , the amount required to prepay it 
will depend on the current retirement rate of discount. Assume 
that this is 3%. Since retirement takes place 56 days prior to 
maturity, the amount payable to discharge the bill is com- 
puted as follows: 

Face or maturity value of the draft £10,000.00 

Rebate of discount, for 56 days at 3% per 
annum (5% 65 X 3% of £10,000) 46.03 

Amount prepaid on draft £ 9,953.97 

This gives us the real price paid for the goods by the im- 
porter. As for what is received by the exporter, this consists 
of the amount taken in by him from the sale of the £10,000 
draft to his banker, at the current rate of exchange applicable 
to such a draft. (If the draft were left with the bank for col- 
lection instead of being sold to it, A's return would be the net 
proceeds of the collection, when these proceeds came to hand, 
and these would depend, apart from the small element of com- 
mission charges, upon the future position of a rate of exchange, 
whether a rate in New York on London or one in London on 
New York.) Let us suppose that the banker's buying rate for 
A's draft is 4.8240. A's returns are then simply $48,240. 

Draft at 60 days for £10,000 sold at 4.8240. . . . $48,240 3 

If we change the length of life of the draft from 60 to 90 
days, while assuming all other independent factors to be un- 
altered, we shall find that the goods will cost the importer 
something less than before and yield the exporter something 

8 Though sterling exchange is at a heavy discount at the present time 
(autumn of 1932), it seems best to use historically normal rates in our 
illustrations. The return of England to its former gold standard is, of 
course, uncertain, but in any case the market rate of any particular day 
in present times is, so far as we can tell, quite ephemeral. 
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less. The cost to the importer will decrease because the date 
of maturity has been shifted 30 days further into the future, 
and there will consequently be 30 days more time for which 
the rebate of discount is allowable. The cost of the goods will 
therefore be £9,929.32, found as follows: 

Face or maturity value of draft £10,000.00 

Rebate of discount, for 86 days at 3% per 
annum (8% 6B X 3% of £10,000) 70.68 

Amount prepaid on draft £ 9,929.32 

With the supposed increase of the length of life of the draft, 
exporter A will obtain reduced returns because he will have to 
sell a 90 days sight draft at a somewhat lower rate than the 
one obtainable for a 60 days draft. We assumed a rate of 
4.8240 for the shorter draft. Let us assume the rate of 4.81 
for the longer one under the same conditions. The rate for 
the longer draft is certain to be substantially lower. A's re- 
turns in the new case will be simply $48,100, calculated thus: 

Draft at 90 days for £10,000 sold at 4.81 $48,100 

A comparison of the results from the employment of the two 
different drafts produces the following: 

Cost to Importer Returns to Exporter 

Draft at 60 days £9,953.97 $48,240 

Draft at 90 days 9,929.32 48,100 

Result of longer term . . £ 24.65 decrease $ 140 decrease 

Thus to increase the length or term of the draft is tantamount 
to reducing the price. Theoretically, the longer the draft to be 
drawn, the higher the nominal price should be, and this holds 
good, apart from the consideration of any possible increase of 
risks involved in lengthening the term of the draft. 

It remains to consider exporter's takings and importer's costs 
in the case where the exporter's price is quoted in the money 
of his own country. Suppose, then, that in this same transaction 
the price has been agreed upon as $48,200 instead of £10,000. 
It is still possible to use a 60 days documentary-payment draft 
upon the exporter, drawn in sterling, provided the exporter 
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finds such a draft to be saleable. For it may now be arranged 
that A is to draw for a sufficient number of pounds to make 
the draft fetch $48,200 in the exchange market in the United 
States, at the going rate of exchange. At the time the contract 
of sale is made up with a price in dollars, what this rate of 
exchange will turn out to be will not be foreknown (unless a 
sale of the draft for future delivery is arranged [see later 
chapter]). The risk as to the exact position of the rate will, 
under the plan we are discussing, be taken by the importer. 
The cheaper sterling exchange turns out to be in the United 
States in terms of dollars, the more the goods will cost him. 
Suppose that when the shipment is made, the exporter can sell 
the draft at a rate of 4.8150. The amount of the draft to be 
drawn would then be computed by dividing 48,200 by 4.8150. 
£10,010.38 is the answer (or £10,000. 7s. Id.) . The computa- 
tion shows that 4.8150 is contained 10,010.38 times in the 
number 48,200, and that 10,010.38X4.8150 = 48,200, and 
consequently that if a pound sterling of draft is sold for 
$4,8150 it will require 10,010.38 pounds to fetch $48,200. 

Here the exporter draws a sixty days bill for £10,010.38. 
The cost of the goods to the importer will then, incidental 
charges apart, be the cost in his money of the discharge of 
this draft, and if this discharge be by prepayment the result 
will depend upon the date of the prepayment and upon the 
retirement rate in the manner already sufficiently illustrated. 

We see, then, that where the price of merchandise is con- 
tracted for in the money of the exporter's country, it is still 
possible to put through the settlement by a draft on the im- 
porter for a sum of the money of his, the importer's, country, 
although it is not to be understood that this is the only method 
or even necessarily the most natural method of settlement to 
be associated with a price quotation in the money of the ex- 
porter's country. 

As stated on an earlier page, a draft is sometimes prepaid in 
installments against partial deliveries of the goods. An ar- 
rangement for this may be a great convenience to an importer. 
Suppose that B of our illustration takes up one-fifth of the 
goods on October 14th, and one-half on November 10th, and 
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the remainder on November 18th. The retirement rate which 
happens to be in force at the time of each separate prepayment 
ought to govern the amount due on account. The schedule 
beneath illustrates a fair and proper way of computing the 
required prepayments. 



Date 


Portion 

of Goods 

Taken 


Propor- 
tionate 
Amount 
of Face 
Value of 
610,000 


Current 
Retire- 
ment 
Rate 


Days by 
Which 

Maturity 
Is Antici- 
pated 


Rebate 

of 

Discount 


Amounts 
Prepaid 


Oct. 14 .... 
Nov. 10 ... 
Nov. 18 ... 


94o 


f2,000 
£5,000 
£3,000 


3% 
3%% 
3%% 


56 
29 
21 


£9.21 

£13.90 

£6.04 


£1,990.79 
£4,986.10 
£2,993.96 



Note. — For further study of the handling of trade bills, see 
article, "Foreign Collections," prepared by the Division of 
Analysis and Research of the Federal Reserve Board, Federal 
Reserve Bulletin, May, 1922, pp. 522-8. 



CHAPTER VII 
THE TRADE BILL FURTHER CONSIDERED 

§ 37. The term of the draft. — Usually we mean by the 
"term" of a note or draft the duration of its life as stated in 
the instrument itself. Demand paper has no term, and this 
holds true even though demand notes may be allowed to run 
for indeterminate periods by lenders of money at call. The 
term of a time note is counted as beginning on the date of the 
instrument, but the term of a time bill usually begins with 
the date of its acceptance because the bill will usually be 
drawn payable a stated number of days after sight. This, 
the so-called "days-sight" bill, contrasts with the "days- 
date" bill. A 60 days after sight bill and a 60 days after date 
bill drawn, say, in New York on London, may be spoken of as 
having the same term, but if the two are drawn on the same 
day, the days-date bill will fall due some time before the 
days-sight bill, for the latter will have to go by mail to Lon- 
don before its term can begin to run. 

The word "usance" is employed occasionally to signify the 
term of a bill. Its original and proper meaning would appear 
to be the customary term of any particular class of bills, such 
as those drawn in a particular line of commerce or those drawn 
upon some particular country. Thus, in earlier times, usance 
was three months in the bills of London on Venice. 

Documentary payment bills are drawn both at sight and 
on time. With regard to the time bills the question arises 
why any such bill should be drawn for a term so long as to 
shift the maturity date far beyond the date of arrival of the 
goods. In part it is a matter of custom dating back to the 
times when freight movement was slow upon the seas, but in 
part it is a matter of voluntary extension of credit. A docu- 
mentary-payment draft whose term reaches beyond the date 
of arrival of the goods does not give the importer an extension 

100 
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of credit beyond the time when he takes control of them, but 
it gives him a valuable option as to the time when he will 
take them up. He has a chance to postpone this action, per- 
haps, until a sale can be arranged which will provide the funds 
to discharge the draft. 

A question arises as to why documentary-payment bills 
should not be drawn payable "on arrival," i.e., on arrival of 
the goods covered by the attached bill of lading. An "arrival 
draft" would give the importer an opportunity to inspect what 
he has bought, before being called upon to commit himself 
with reference to the draft. A draft drawn payable a stated 
number of days after arrival would permit inspection even 
before presentment for acceptance. While "arrival" and "days 
after arrival" drafts appear to be known to practice, they are 
open to the objection that they fail to qualify as true nego- 
tiable instruments, not only under English and American law 
but under the law of practically all countries. This does not 
mean that as money contracts they are void and without effect 
or that they cannot be used, but it does mean that the prin- 
ciples governing the liability of parties are altered, and for 
the worse, as judged from the standpoint of those who handle 
the instruments. And "from a practical viewpoint an action 
on a negotiable instrument is easier to bring and will receive 
prompter attention by the court than a mere contract action, 
which may languish for several years before it is brought to 
trial. In some countries, at the outset of an action on a nego- 
tiable instrument, the plaintiff can have the goods seized and 
held pending the outcome of the case. All of which shows 
the importance of not jeopardizing the negotiable character of 
a bill of exchange." 1 

Latin American importers are particularly averse to com- 
mitting themselves in connection with drafts, until opportunity 
to inspect the goods has been afforded. Banks at Latin 
American points, owning or collecting bills drawn on local 

1 From U. S. Bureau of Foreign and Domestic Commerce, Trade In- 
formation Bulletin, No. 464 (1927), p. 3. This bulletin was written 
by C. R. Gruny on the subject of arrival bills of exchange. 

In G. C. Poole, Export Credits and Collections, pp. 114-15, are given 
specimens of arrival and days after arrival drafts. 
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importers, must usually refrain from making presentment 
until the goods have arrived. The importer does not expect 
to pay a sight draft or accept a time draft until he has made 
his inspection. "Arrival" and "days after arrival" bills would 
thus seem particularly appropriate in connection with ship- 
ments to South and Central America, but the best way to get 
the desired result is not by having the wording of the bill 
express this intention. Sight bills or days after sight bills 
should be drawn, and then the drawer should make a separate 
agreement with the bank which takes the instrument, authoriz- 
ing it to postpone the first presentment until the goods have 
arrived. This plan permits the bill of exchange to retain its 
true negotiability. If a bank buys the bill or makes an ad- 
vance against it, it will need to preserve its full technical 
right of recourse upon the drawer. "Prompt" presentment is 
one of the conditions at law of preserving this right of recourse. 
Postponement of presentment for the arrival of the goods 
(though it might seem commercially reasonable) makes the 
presentment not prompt in the eyes of the law. If, however, 
the drawer makes an agreement with the bank authorizing 
such postponement, he waives his right to have an immediate 
presentment made and remains secondarily liable without its 
being made. 

Classified according to term, we find the following types of 
bills or drafts: 

1. Sight or demand bills 

2. Days (or months) after sight bills 

3. Days (or months) after date bills 

4. Arrival and days after arrival bills (not negotiable) 

5. The first or second above accompanied by an agreement for 
delay in presentment 

§ 38. The foreign draft in home money. — The foreign bill, 
as considered thus far, has been one calling for a stated sum 
of the money of the country on which it is drawn, e.g., a bill 
drawn in the United States on England for a specified number 
of pounds sterling. But a draft may be drawn for a stated 
sum of the money of the country of its origin, e.g., a draft 
drawn in the United States upon Brazil for U. S. dollars. And 
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•a draft may even be for the money of a third country, e.g., 
a draft drawn in the United States on a Brazilian for English 
pounds sterling, or a draft drawn in Germany on a Brazilian 
for U. S. dollars. 

Beneath is an example, a fictitious one, of a foreign draft 
for home money. We make it read payable to the order of a 
banking institution which we assume to have offices both in 
New York and in Rio Janeiro. It runs at 90 days sight, but 
would be quite as true to life if made to run at sight. 
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This instrument may be explained as arising out of a ship- 
ment from Brown and Company to Gonzales & Gallegos of 
goods priced at $8,000, money of the United States due the 
exporter in New York on the day of shipment — in the sense 
that interest at 6% is chargeable for any delay after that date. 
It is understood that settlement is to be effected by exporter's 
draft on the importer at 90 days sight drawn in dollars. The 
draft is to be payable at its maturity at the rate of exchange 
for sight drafts on New York quoted by the collecting bank 
in Rio at the time. This means that it is to be dischargeable 
by the drawee's handing over a sufficient sum of Brazilian 
money to purchase, at the moment, a sight draft on New 
York for the number of dollars stipulated, in this case 
$8,206.66. It is the stipulating of the number of dollars for 
which this return or cross draft is to be drawn, which gives to 
the bill under consideration its distinctive character, and 
which serves to throw the risk of exchange upon the drawee 
in the foreign country. 
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If the New Yorker should make his sale for a price stated in 
milreis, and should therefore, let us assume, draw a draft for a 
stated number of milreis, the collecting bank could of course 
be instructed to buy so much sight exchange on New York, 
for return to the exporter (or to his bank for his account) , as 
this number of milreis would pay for at the going rate in Rio 
for New York checks. Thus there would be a return draft and 
the exporter would receive dollars in final settlement, but the 
number of such dollars would not be predetermined at the time 
of the shipment, for they would depend upon the, as yet 
uncertain, rate for exchange on New York to rule in Rio on 
some fairly distant future date. The dearer New York ex- 
change should turn out to be in Rio on this date, the smaller 
would be the dollar check that could be bought with the fixed 
number of milreis. Thus for the American exporter to quote 
prices and draw in milreis would be for him to take the chances 
on the exchange rate or to take what we call the risk of ex- 
change. By quoting and drawing in dollars, he throws this 
risk upon the Brazilian. It is not to be inferred from this 
discussion that the risk of exchange is the sole or even neces- 
sarily the principal factor determining what plan of settlement 
is agreed upon by the parties. Other risks having great im- 
portance are the "credit risk," and again the "mercantile risk" 
or "risk of goods," which will be given attention elsewhere 
in this text. 

In the present illustration we assume that the exporter 
makes a charge for interest at 6% for the period running from 
the date of shipping and drawing to the date of arrival of the 
return draft in New York. This period is estimated at the 
time of drawing and is taken, in the present instance, to be 140 
days. Observe, however, that the bill of exchange does not 
mention either interest or an interest rate. It is what we have 
called a non-interest-bearing instrument (see explanations in 
§13 above). An interest clause can be incorporated in a draft, 
but, in the case of drawings on certain Latin American coun- 
tries, such clauses are better avoided (as matters stand at the 
time of writing and have stood for a long time past) , and it is 
the custom to avoid them. The way to procure the interest 
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while omitting the clause is the simple expedient of raising the 
face value of the draft by the amount of the interest. Instead 
of drawing for $8,000 plus interest thereon at 6% per annum 
until approximate date of arrival of the return draft in New 
York, the exporter draws for what is about the same thing, 
namely, $8,186.66, to which he adds $20 to cover the collecting 
banker's commission. This commission is customarily charged 
by the bank whether it acts as a mere collector of the bill or 
goes further and makes an advance against it or purchases it. 
The bank goes through with the operation of collection in any 
case. 

The method of computing the amount for which the draft 
should be drawn is shown in what follows: 

Price of goods $8,000.00 

(Under the agreement of sale, this is amount 
due the exporter as of the date of shipment) 

Interest on this for 140 days at 6% 186.66 

(6% is the customary rate, not varying with 
money market conditions) 
The assumed period of 140 days is 
based on the following estimates: 

Mail time of draft to Rio 25 days 

Period from acceptance to ma- 
turity 90 days 

Mail time return draft to New 
York 25 days 

140 days 
Banker's commission at Yi% (Yi of 1% of the 
price of goods) 20.00 

Total amount drawn for $8,206.66 

The reason for drawing the draft payable to the order of the 
South American Banking Corporation is because it is fore- 
known that this bank is to purchase it or else take it for col- 
lection. The drawer could of course name himself as payee 
and then indorse to the bank. 

The instrument calls for a stated sum of dollars payable in 
Brazilian currency at the collecting bank's drawing rate on the 
day of payment for sight drafts on New York. "Drawing 
rate" is but another name for the selling rate of a bank. There 
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might of course be two or more slightly differing sight rates in 
Rio on New York at any one time. To remove the danger of 
dispute, the bill makes the transaction governable by the rate 
that is being quoted in its daily business by the collecting bank 
itself. The clause also has the effect of throwing the business 
of selling the return exchange into the hands of the collecting 
bank. Under a strict interpretation, the drawee of the original 
bill would not be privileged to discharge his obligation by 
offering some sight draft on New York acquired by him on the 
outside. 

If on the day of maturity of the original draft, the collecting 
bank's selling rate is 4 milreis to the dollar, Gonzales & Gal- 
legos will pay this bank 32,826.64 milreis (4 X 8,206.66), writ- 
ten 32,826$640 Brazilian fashion. The bank will thereupon 
assume the duty of converting this into credit for $8,206.66 
in New York, by sending through the mails a draft, or, in the 
instance where branches of the same institution are involved, 
perhaps by sending mere advices resulting in the necessary 
book entries. 

The bill on a foreign country for home money is not of 
necessity drawn for a return draft to be payable at sight. 
The original bill may be so worded as to call for cross ex- 
change in the shape of a telegraphic transfer or again in the 
shape of a long or term draft. 

The widespread depreciation and ruination of national cur- 
rencies produced all over the earth by the World War led 
American exporters more and more to the practice of drawing 
in U. S. dollars such bills on foreign buyers as they were will- 
ing to use in settlement. Having acquired at least for the 
time being a very large power to dictate terms, we washed our 
hands of the matter of risks of exchange. However, a more 
important development of the period was the ever increasing 
demand of our exporters that bank credits in dollars be estab- 
lished in their favor (a subject for later chapters). To the 
extent to which ordinary types of bank credits are used, 
drafts drawn directly upon importers as drawees are aban- 
doned. 

The practice of creating foreign bills for home money is not 
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confined to this country, nor did it originate here. Possibly 
it first reached a considerable importance in England. In his 
A. B. C. of the Foreign Exchanges (p. 65, note) , Clare states 
that as early as 1854 the London Economist advised British 
traders to draw on Russia in sterling because of that country's 
issue of inconvertible paper currency under the stress of the 
Crimean war. The present writer has made no investigations 
as to how far back in the history of foreign commerce this type 
of bill might be traced. 

§39. The banker's buying price for such a bill. — We 
understand, of course, it is not always possible for an exporter 
to induce a bank to make an outright purchase of his bill, i.e., 
a 100% advance upon it. When a bank does name a buying 
price for a bill drawn on a foreign country for home money, 
we should note it does not quote a rate of exchange. There is 
no offer to buy an instrument payable in a fixed amount of 
foreign money. The bank is to pay out dollars, and (assuming 
there is no default upon the draft) get back a foreknown sum 
of dollars. It is to purchase future dollars by giving up present 
dollars, and no question of the value relation of one currency 
to another enters in. 

It should also be observed that the amount for which the 
particular bill is drawn is not the datum from which its price 
is calculated, but, reversely, the price is first known and the 
amount for which the bill is to be drawn is computed from this 
datum. That is, continuing the illustration of the preceding 
section, the drawer is first of all entitled to receive $8,000, and 
the question becomes, how large is the sum of dollars for 
which the bill must be drawn to make it worth $8,000 to the 
banker as purchaser? 

The computation takes the following form: 

Banker's buying price for the bill $8,000.00 

Banker's interest charge on this for 140 days at 

.6% 186.66 

Commission 20.00 

Total required return $8,206.66 

Thus the bill will have to be drawn for $8,206.66. 
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An account for the banker's operation in this case will stand 
as follows: 

Outlay $8,000.00 

Return, after 140 days 8,206.66 

Excess of return $ 206.66 

This consists of 

Commission $ 20.00 

Interest on $8,000 for 140 days 
at 6% per annum 186.66 

$206.66 

It has been assumed that the banker is willing to purchase 
the exporter's bill on the basis of a 6% interest rate. If, how- 
ever, the 6% quoted is a discount rate, as might be the case, 
the bill as drawn in the foregoing illustration will not sell for 
quite the full $8,000 due the drawer, but will fetch a price com- 
puted as follows (compare §14 on discount and interest): 

Future sum (return from bill) 140 days deferred $8,206.66 
140 days discount on this sum at 6% per annum 
( 14 %60 of 6% of $8,206.66) 191.49 

Gross price of bill 8,015.17 

Commission (taken by banker in advance) 20.00 

Net cash receipts of drawer $7,995.17 

To avoid the loss of $4.83 here entailed, the exporter may 
draw the bill for a sufficient sum of dollars to make it yield 
$8,020 when discounted at 6%. The proper method of figuring 
the face value thus required is as follows (except that it 
would be more accurate to take a 365-day year) : 



of 6%, or the percentage of discount for 

140 days 2%% 

The price of the bill will therefore be 100% — 

2%% of the face value or amount drawn for, or 97%% 
Since the price of the bill including commission 

is to be $8,020, $8,020 must be 97%% of the 

amount drawn for. 
The amount drawn for must therefore be 88,211.60 

(Divide $8,020 by 97%% to find 1% and mul- 
tiply by 100) 
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This is the amount of which 97%% ia just 
$8,020.00. To complete the account: 

Discounted present price of the bill $8,020.00 

Commission paid banker 20.00 



Net cash proceeds from sale of bill $8,000.00 2 

§ 40. The draft on a foreign country in money of a third 
country. — We have considered drafts on importers drawn for 
(1) the money of the importer's country, and for (2) the 
money of the exporter's country. It remains to examine the 
draft for (3) the money of a third country. 

Up to the present time in the history of commercial settle- 
ment, the chief practical examples of this last class have been 
bills drawn on Latin American or Far Eastern countries, or on 
Australasia, for pounds sterling of London. The methods and 
instruments of settlement in the different branches of the 
foreign trade of the globe were of course greatly affected by 
the World War, which, by interrupting communications and by 
producing vast changes in the purchasing powers and relative 
values of the currencies of all countries, upset long-standing 
customs. Before the war, sterling exchange was the only kind 
actively bought and sold in virtually all the great money cen- 
ters and ports of the world. It was for this reason that it was 
common to speak of sterling as the world's international 
money and to say that the world's foreign trade was settled 
largely "through London." As a consequence of the war the 
pound sterling lost a considerable part of its purchasing power 
over commodities. The generality of other national currencies 
suffered in the same way to a much greater extent. The 
American dollar depreciated the least in value with respect to 
commodities, and alone among all money units preserved its 
internal parity with gold (though this parity did not remain 
truly effective for external relations during the long period of 
our embargo on gold exports). The relative values of the 
different national currencies, as shown in the various rates for 
foreign exchange quoted in the different countries, fluctuated 

2 If we are to assume that the banker will deduct his commission 
from the return rather than from the present price of the bill, an 
amendment of the computation will be necessary. 
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violently and through the widest ranges. The comparative 
stability of the commodity-value of the dollar of the United 
States through all these troublesome times led gradually to the 
development in many countries of active dealings in exchange 
on New York. 

In treating now of the draft involving three currencies, we 
do not wish to pin ourselves down too closely to concrete state- 
ments as to the methods of payment followed in this or that 
particular branch of the foreign trade of the different countries, 
partly because such geographical-like factual detail is too ex- 
hausting to follow out and partly because statements made in 
one year may so easily become stale and inapplicable in a 
later one. Suffice it to say that the draft drawn in country 
A, on country B, in currency of country C, has been and still 
is a recognized means of settlement. Suppose an export takes 
place from India to the Argentine Republic, and suppose the 
instrument of settlement is to be a draft drawn by the exporter 
upon the importer, though this is not a very attractive means 
of settlement from the exporter's point of view. Assuming, 
however, a draft on the importer, the question arises for what 
kind of money shall the draft be drawn. If it were to be 
Argentine pesos, the difficulty would have to be faced that 
there is no regular market for this class of exchange in India, 
and this would not only interfere with the possible sale of the 
draft but would make even mere collection inconvenient and 
relatively costly. If the exporter were to draw for rupees of 
India, there would be the difficulty that the return draft, or 
cross draft, on a bank in India for rupees which would thus be 
required, could not readily or advantageously be obtained by 
the drawee in the Argentine Republic where there is no regular 
market for such exchange. Now in both countries there is 
active trading in sterling bills. Therefore one workable plan 
is for the Indian exporter to draw on the Argentine importer 
for pounds, so as to require a return draft drawn on London. 
The latter could be sent to India and sold for rupees, but, 
with the aid of the bankers involved, a much earlier recovery 
of rupees in India could be effected by having the sterling 
draft go direct from South America to London for the credit 
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of the Indian merchant or of the bank which acts for him. 
Against the London credit so established, a separate sterling 
draft could be sold in India at the earliest moment feasible in 
view of steamer schedules, and so rupees would be made finally 
to emerge for the exporter. 

The original draft might be at sight for a return draft at 
sight, or for a return draft at 60 or 90 days sight. The original 
draft could also be at 60 or 90 days sight and call for a return 
draft at 60 or 90 days, the latter to be discounted in the Lon- 
don money market at the time of its arrival there. These 
matters would have to be agreed upon or understood by the 
merchants. (The lengthy technical story of the use of a 90 
days sight draft calling for a 90 days sight sterling draft in 
return was gone into in the first edition of this book, where 
the advantages flowing from the resort to the London discount 
market were discussed. It seems best, however, not to carry 
explanations so far.) 

If an Indian who wants rupees draws on an Argentine, who 
has pesos, a draft for pounds sterling, the question must present 
iiself to ijs, in what kind of money is the price of the goods 
to be quoted at the time of the formation of the arrangement 
of sale? A quotation in pounds sterling — so and so many shil- 
lings or pounds per physical unit of the goods to be shipped — 
would be simplest. This solution would leave the Indian with 
one risk of exchange, the chance which he would be taking as 
to how many rupees the stated amount of sterling would in the 
end produce for him. The Argentine would be left with an- 
other risk of exchange, the chance as to how many pesos the 
stated amount of sterling would cost him. (It might be pos- 
sible for either merchant to arrange for a "hedge" against his 
particular risk. Compare § 93.) 

An exporter often prefers to quote his goods in the money 
of his own country. In general, such a quotation is likely to 
be associated with a plan of settlement which relieves the ex- 
porter of any risks of exchange. The Indian merchant of our 
present illustration might quote in rupees. If the credit rat- 
ings of the parties were high enough to make the original draft 
prove saleable to a bank in India, an agreement could be 
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made that the exporter should draw a draft with a sufficient 
face value in pounds to sell for the number of rupees fixed as 
the price of the goods. 3 The bank in India which purchases 
such a draft does not take a risk of exchange with relation to 
the rate in the Argentine Republic for sterling! If the goods 
are priced originally in rupees, but a fixed rate is agreed upon 
in advance for converting (or translating) the sum of rupees 
into pounds (as, say, 16 rupees to 1 pound), we have only a 
disguised form of pricing in sterling! 

Beneath is a (fictitious) specimen of a draft drawn in New 
York on Buenos Aires against an export (made before the 
World War) . To-day the exporter in the United States would 
greatly prefer to draw in dollars, but it is possible that drafts 
on distant countries for sterling may still find future employ- 
ment with us. Smith at New York ships to Lopez at Buenos 
Aires and draws as follows: 



£1,541 5s. Od. New York, N. Y., July 1, 1912 

Ninety days after sight of this first of exchange (second 
unpaid) pay to the order of the South American Banking 
Corporation, One Thousand Five Hundred and Forty-one 
Pounds and Five Shillings, payable in legal currency at the 
bank's drawing rate on day of payment for ninety days 
sight bills on London. 
Value received. 

William N. Smith 
To Alfredo Lopez, 

Calle Corrientes, 1550. 

Buenos Aires, Rep. Arg. 



§ 41. Drafts containing an interest clause. — In general, we 
may assume that where there is to be a delay in payment by 
an importer, this merchant will have to pay interest for the 
delay and the exporter will receive interest, but it is already 
apparent that under many methods of settlement involving a 

3 Settlement by the use of a bank or commercial credit would be 
much simpler. 
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draft by the exporter no explicit charge for interest, as such, is 
made, and the interest remains concealed or implicit. Where, 
however, there is to be an explicit or specific interest charge 
made, one plan is to add interest to other items listed in the 
invoice (or bill rendered for the goods) . Here the draft drawn 
to cover the amount of the invoice will include in its face value 
an element for interest but will not mention interest and will 
in truth be in the non-interest-bearing form (compare §13). 
An example has already been before us. 

It is possible however to introduce an interest clause into a 
draft, so as to produce an instrument in the interest-bearing 
form. This is sometimes done, though such drafts constitute 
a very small fraction, indeed, of the bills of exchange drawn in 
the world of banking and commerce. By an interest clause we 
mean, of course, one actually written into the text of the in- 
strument, as, for example, in the bill beneath: 



£1,000. New York, N. Y., July 1, 1912 

Sixty days after sight of this first of exchange (second 
unpaid) pay to the order of the Fiftieth National Bank 
of New York the sum of One Thousand Pounds Sterling 
payable at the drawing rate of the Chartered Bank of In- 
dia, Australia and China for demand drafts on London, 
with exchange and collection charges, including interest at 
6% per annum added thereto from date hereof to approxi- 
mate date of arrival of the remittance in London. Value 
received. 

James P. Smith 
To John Doe, 
Calcutta 



This, a draft drawn in the United States on India for English 
pounds, is typical of our practice before the World War rather 
than in present times. As a matter of foreign trade custom, 
the interest clause has been commonest in bills drawn upon 
India and the Far East. It also appears in bills on Australia 
and in bills on certain Latin American places. The interest 
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clause is usual only where the draft is for a form of money 
foreign to the country upon which it is drawn. 

The following will serve to illustrate a draft with an interest 
clause, drawn in dollars: 



Exchange for $5,000.00 New York, N. Y., July 1, 1932 

U.S. Currency 
Sixty days after sight of this first of exchange (second 
unpaid) pay to the order of the Fiftieth National Bank 
of New York Five Thousand Dollars (United States Cur- 
rency). Value received and charge the account of 

Payable with exchange, commission, stamps and 
interest at 6% per annum from date hereof until 
estimated date of arrival of return remittance at 
New York. 

John Doe & Co. 
To Hardware Import Co., 
Canton, China 



In practice, the full address of the drawee ought to be given 
in the draft. The clause concerning interest here contains 
references as well to banker's commission and to stamp taxes. 
"Payable with exchange" is a customary but illogical phrase 
intended to obligate, and having the effect of obligating, the 
acceptor to discharge the draft at maturity by the handing 
over of $5,000 of sight exchange on the United States. It is 
implied that this must be in the form of bankers' exchange, but 
under the clause as worded above, the acceptor would be privi- 
leged to purchase this elsewhere than at the collecting bank, 
and might do so if he could obtain a better rate. The clause 
might read: 

Payable at the collecting bank's selling rate for sight exchange on 
New York with interest at 6% per annum (etc., as above). 

This obligates the acceptor to buy the sight dollar exchange 
from the collecting bank (the bank which presents the original 
draft to him for payment at maturity) . 
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§ 42. The "colonial clause"; new meaning of "exchange." 

— The so-called "colonial clause" reads: 



Payable with exchange (English and Colonial stamps added) at 
the current rate in London for negotiating bills on the Colonies. 

Frequently these words are stamped on the face of the bill in- 
stead of being written into its text as originally drawn. The 
clause is appropriate only for drafts (1) that are drawn on 
British countries (other than England) where the pound ster- 
ling, whether of local or of English issue, circulates as local 
money, and (2) that are drawn payable in these pounds of 
local currency. Thus, the countries on which bills with this 
clause have been drawn are. South Africa, Australia, and 
New Zealand. Canada and the United States have been the 
chief regions of origin. While drafts bearing the colonial 
clause have not been a rarity, they have been few compared 
with the great mass of bills circulating in the world of foreign 
commerce at large. Present conditions (1932) do not favor 
their use. 

Suppose there is an export of goods from New York to South 
Africa and suppose settlement is to be accomplished by means 
of a draft of exporter upon importer. This draft might be 
one for dollars of the United States, i.e., for a return or cross 
draft for a stated sum in dollars (compare § 38) . It might be 
one for pounds of England, requiring the drawee to provide a 
stipulated amount of London draft or London credit, possibly 
with interest till arrival of funds in London (compare § 40). 
The draft with the colonial clause is neither of these. If it is 
used, the face amount of the instrument is pounds of local 
currency of South Africa. But in the end the bill will be pay- 
able for more than its face amount, and this by reason of the 
addition, at the time of its negotiation in London, of something 
for stamp taxes and "exchange." 

The wording of the clause hardly makes clear to the layman 
its whole meaning and purpose. The parenthetical expression 
"English and colonial stamps added" is not so difficult. This 
has the effect of shifting to the drawee any stamp taxes levied 
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upon the bill by the colonial or English governments, by add- 
ing them or their equivalents in local currency to the face 
amount of the bill. This expression set aside, the clause reads 
"payable with exchange at the current rate in London for nego- 
tiating bills on the colonies." Thus, the bill which we supposed 
to be drawn in New York is payable in South Africa and pay- 
able in South African pounds, but a certain rate of ex- 
change in London on South Africa will have something to do 
with the amount payable upon it at maturity in South 
Africa ! 

There is no single rate in London "for negotiating bills on 
the colonies." There are a number of rates differing according 
to the length of life of the bills and according to the colonies 
on which they are drawn. When, however, the colonial clause 
is introduced into any given bill, the "current rate in London" 
means the particular one of these several rates that is quoted 
for bills of the same term and domicile (place on which drawn) 
as the given bill. To illustrate, if the latter (whether created 
in New York or elsewhere) is drawn at 60 days sight on South 
Africa, the number of South African pounds added to its face 
value for "exchange" will be figured from the London buying 
rate for ordinary 60 days bills on South Africa (i.e., those that 
do not carry a colonial clause) . 

The buying and selling rates in London for bills on the 
colonies are set by the conjoint action of the several great 
colonial banks that have branches or offices in South Africa or 
Australasia and in London as well. These rates do not fluc- 
tuate from hour to hour or even from day to day, but remain 
quite unchanged for very considerable periods. A rate be- 
tween pounds sterling of England and pounds sterling of one 
of the colonies, resembling as it does a rate of domestic ex- 
change, may suitably be quoted as a rate per cent of discount 
or premium. Again it may be stated as a price in English 
money of a pound or a hundred pounds of colonial exchange. 
As published in the London Economist, the rates on South 
Africa take the first, and the rates on Australasia the second, 
form. For example, the following are specimens of the way 
these rates are quoted: 
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London on South Africa 

Buying Rates 
Sight %e% discount 

30 days sight 1 % discount 

60 days sight 1% % discount 

90 days sight 2% % discount 

120 days sight 3% % discount 

London on Australia 

Buying Rates 



Demand 

30 days 98% 

60 days 97% 

Publication is also given to the selling rates in London on the 
colonies, and to both buying and selling rates in the colonies on 
London. That 60 days sight bills on South Africa offered for 
sale in London are 1%% discount, means that the banks are 
paying £98% per £100 of face value deliverable in South 
Africa 60 days after acceptance. The 60 days quotation on 
Australia of 97% could of course be stated as "2%% discount." 

A London buyer of a 60 days bill on South Africa will have 
to wait 60 days (with days of grace) plus mail time to South 
Africa and back, before he can recover the value of this bill in 
London funds again, unless he buys a telegraphic transfer in 
South Africa. It is evident, therefore, that the discount on 
such a colonial bill in London must contain an element of 
interest for time lost. In fact, when the colonial and British 
currencies are at or near par with one another, the interest 
element will necessarily constitute practically the whole of the 
exchange discount. 

Drafts with the colonial clause, wherever drawn, are de- 
signed to be sent through London and negotiated there. 4 The 
intention of the colonial clause is to make the draft which 
bears it worth as many pounds London cash upon its arrival 
in London, as there are pounds (colonial) of face value, e.g., 

4 Our arguments and illustrations throughout this section are planned 
upon the assumption (contrary to fact at the time of writing) that 
England is on the gold standard with the old pound sterling of 113 
grains. 
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to make a 90 days draft on Australia for £1,000 (Australian) 
worth £1,000 (English) spot cash in London. The clause pro- 
duces this effect by stepping up the amount due from the 
drawee at maturity to more than the original face value. 
This will be illustrated in a moment. The great utility of 
the clause to the exporter, for example in the United States or 
Canada, is that, assuming good standing of the parties, it 
makes the draft like a sight bill on London for the face amount 
of pounds, and makes it saleable in New York at substantially 
the same rate as if it were sight sterling, even though it be a 
term bill. This makes it easier for an exporter who by agree- 
ment must draw on the importer for colonial pounds, to quote 
a price in such pounds, or, having quoted in dollars, to tell, 
how many pounds he must draw for. 

For an illustration, suppose that an American agrees to ship 
a certain parcel of goods to Cape Town for a price stated in 
dollars to be collected on the day of shipment by the drawing 
and sale of a 60 days draft bearing the colonial clause. 
Suppose the invoice price, C.I.F. ("costs, insurance and freight 
prepaid"), figures up to $15,003.06. The draft then is to have 
a face value sufficient to make it sell for this sum. If on the 
day of shipment this draft can be sold for $4.86 per pound of 
face value (this quotation being dependent upon but not iden- 
tical with the current wholesale market rate for regular sight 
sterling) , the sum to be drawn for is to be found by dividing 
15,003.06 by 4.86. This computation shows that it requires 
3,087.049 pounds selling at $4.86 per pound to fetch a total of 
$15,003.06. £3,087.05 makes in ordinary form £3,087 Is. Od. 

The New York buyer of this draft (we are assuming it is 
saleable) may be an agency of a British bank or may be an 
American bank. In either case, the instrument will be used 
to establish a cash credit in London, i.e., will be used as the 
virtual equivalent of an ordinary piece of sight sterling. It 
will be sent to London, whether to head office, branch, or inde- 
pendent correspondent. (If an earlier presentment for ac- 
ceptance can be obtained by sending the first of exchange 
directly to the place of the drawee, it may be that only the 
second of exchange will physically go through London.) The. 
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London bank first handling the draft places the necessary 
revenue stamps upon it and adds them to the amount of Lon- 
don pounds assessable against the drawee. Then the "ex- 
change" which is to be added in accordance with the colonial 
clause will be indorsed on the instrument. The clause says, 
"payable with exchange at the current rate in London for 
negotiating bills on the colonies." The meaning of this will 
now best be made evident by developing further the particular 
illustration before us. Suppose the "current rate" for 60 days 
bills on South Africa is 2% discount (this means for ordinary 
bills in South African pounds that do not bear a colonial 
clause). The exchange to be added can then be figured in 
this way: 

Face value of the bill as originally drawn. . £3,087 Is. 
English stamp tax paid (3,100 pounds at Is. 
per 100 pounds) 1 lis. 

English pounds chargeable to the drawee . . 3,088 12s. 

Convert to a decimal expression £3,088.60 

"Exchange" (figured in a manner to be ex- 
plained) 63.03 

Amount due in South African pounds at 
maturity (i.e., this plus South African 
stamp taxes) £ 3,151.63 

So the owner of the draft stands to receive £3,151.63 (South 
African) 60 days after acceptance, which future pounds are 
quoted in London (at the time of the negotiation of the draft 
there) at 2% discount. 

South African pounds due at maturity £3,151.63 

Deduct discount on this at 2% (.02 X 
3,151.63 = 63.03) 63.03 

Value in London at time of negotiation £ 3,088.60 

Or £ 3,088 12s. 

Stamp tax paid 1 lis. 

Net cash value in London £ 3,087 Is. 

But this is the face value of the draft as originally drawn. 
Thus it. turns, out that the assessment of stamp taxes and. 
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exchange upon the drawer under the colonial clause has had 
the desired effect of making the draft worth its face value in 
London funds on its arrival in London. 

As for the manner of figuring the exchange, it is evident 
that, at an exchange rate of "2% discount," the value in 
London cash will be 98% of the net yield of the bill at ma- 
turity in South African pounds (net yield meaning yield after 
South African stamp taxes are paid) . Hence 

£3,088.60 = 98% of the required maturity value 
100 
gg X 3,088.60 = 3,151.63 

£3,151.63 = required maturity value 
3,088.60 = face value plus London stamps 

£ 63.03 = "exchange" that must be added 

What may be called the banker's method or practical method 
is illustrated thus: 

Face value and London stamps £ 3,088 12s. 

Exchange on same at 2% (2% of £3,088 

12/ 61 15s. 5d. 

Plus exchange at 2%, on this exchange 

(2% of £61 15/5) 1 4s. Sd. 

Plus exchange on exchange again (2% 

of §1 4/8) 6d. 

Required net maturity value £ 3,151 12s. Id. 

The same in decimal form £ 3,151.63 

The first method shows the arithmetical logic of the solution. 
The second method will give virtually the same answer. In 
truth, if it is carried out infinitely, exchange on exchange being 
added infinitely, the second method must give theoretically 
the identical result with the first method (this being a conse- 
quence of the law for the summation of a convergent infinite 
geometrical series). 

Suppose, then, that a 60 days bill on South Africa comes 
through London, from no matter where, when the London 
quoted rate for 60 days bills on South Africa is "2% discount." 
The phrase "with exchange at the current rate" is not inter- 
pretable as meaning that exchange of 2% of the face value 
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shall be added. The meaning is that sufficient exchange shall 
be added to make the bill worth its face value (plus English 
stamp tax) in London, and this, as we have seen, means ex- 
change of something more than 2% of face value. 

In dealing with the colonial clause, we encounter a new 
meaning of the word "exchange," that is to say, one which 
is new in the argument of this book though not at all novel 
in the usage of bankers. For sometimes "exchange" means 
not drafts payable at distant places, but means the discount 
or premium on such drafts. If in the United States in the 
days prior to the Federal Reserve system, a country seller of 
a draft on New York for, say, $5,000 could get a price of, say, 
$5,001.25, he would be charging $1.25 as "exchange." If a 
Chicago bank comes into possession of a check drawn on 
some country bank for $5,000, and presents it for payment 
through the mail, and if the drawee bank sends back a Chicago 
draft for say $4,998.75, the missing $1.25 is called the "ex- 
change." The Federal Reserve system has in this country 
through its "par collection" plan reduced the practice of charg- 
ing "exchange" to a matter of comparative unimportance. 

Bills on South Africa or Australasia originating in England 
need not bear the colonial clause to shift cost of the exchange 
to the buyer of the goods. The exporter may add the exchange 
to the invoice and get the same result. Thus, an Englishman 
who is entitled to receive £100 for making a shipment might 
under the quoted rate of 2% discount draw the bill with a 
face value of £102.04 (plus also stamp tax) and sell it for 
£100 net to himself. In this case the exchange and stamp 
tax are put in the invoice or list of charges (or "bill" in the 
popular sense) showing a total due of £102.04 plus stamps. 
Whether this is done, or an "exchange as per indorsement" 
clause, like the colonial clause, is added to the bill makes no 
real difference. The drawer in America needs the colonial 
clause, because at the time of making up his invoice he cannot 
be positive what the rate of exchange on the colony in the case 
will be in London upon the arrival of the draft in the latter 
center. 

In some places customary or legal obstacles may interfere 
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with the use of such amendments to bills of exchange as the 
colonial clause or an interest clause. Says Rosenthal: 5 "In 
some countries, as in the Argentine Republic, it is illegal to 
require the payment of a draft for an amount larger than 
that indicated on its face, and all interest charges, bank com- 
missions, etc., should be calculated on the invoice and included 
in the draft." 

5 M. S. Rosenthal, Technical Procedure in Exporting and Import- 
ing (1922), p. 240. 



CHAPTER VIII 
BANK CREDITS: I, DOCUMENTARY SIGHT CREDITS 

§ 43. The commercial or documentary bank credit : three 
technical risks. — There are in foreign trade three principal 
technical risks, namely, (1) the risk of exchange, (2) the 
mercantile risk or risk of goods, and (3) the credit risk. A 
risk of exchange is a chance taken in connection with some 
mercantile, stock, banking, or other transaction, involving 
settlement by means of exchange, that the profits (or losses) 
may be affected by a rise or fall of the rate of exchange. It is 
a chance taken on some rate of exchange that is not determi- 
nate or foreknown at the time the trader or operator commits 
himself. We have already had certain illustrations of this 
and will have others. A trader is often compelled to place 
himself in a position in which his profits will be dependent 
upon the future movements of some rate of exchange. 

By the mercantile risk is meant the chance taken that goods 
contracted for may in quantity, quality, or condition, fail to 
come up to representations. This risk falls of course pri- 
marily upon the importer. But a banker who joins in to 
finance a transaction comes to have an interest in the suffi- 
ciency of the goods, partly because their insufficiency leads to 
trouble with the importer, if not to delay of or final refusal of 
payment, and partly because the quality of the goods affects 
their saleability as collateral. However, the banker becomes 
wholly dependent upon the goods only in the event of the 
failure of all "personal" security. A bank cannot properly 
enter into any plan to finance an operation of commerce with- 
out there being some person or persons bound, whether the 
goods turn out sufficient or not, to reimburse it or see it 
through with its charges and without losses. It is not banking 
to take a primary risk of goods. 

The third risk, or credit risk — considered in connection with 

123 
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a transaction in goods or merchandise — is the chance taken 
that the importer (or some banker standing in his stead under 
an arrangement known as a bank credit) will default in the 
actions or payments required of him under the plan of settle- 
ment. It is the risk of the failure of the "personal" security 
(contrast collateral security) by reason of the inability or 
unwillingness of the debtor to make good. 

Minimizing the Credit Bisk. — The most important instru- 
mentality for reducing credit risks in foreign trade is the 
documentary bank credit, or so-called commercial credit. 
Such a credit is set up primarily for the benefit of the ex- 
porter and usually because of his insistence. It is an arrange- 
ment whereby some bank (or acceptance house) assumes the 
obligation to see the exporter paid for his goods. It makes a 
bank liable to him (in one way or another according to the 
plan and character of the credit) and saves him from being 
dependent solely upon the good faith or solvency of the im- 
porter. Thus a truly good bank credit, by which we mean one 
that is issued or confirmed by a sound bank and one that is 
in proper legal form to bind that bank indubitably, has the 
effect of making the credit risk negligible. 

The Exporter without a Bank Credit. — Consider the posi- 
tion of an exporter who agrees to ship against a mere docu- 
mentary draft drawn by himself on the importer. He must 
deliver the goods into the channels of transportation, thus 
committing himself to their physical exportation, before he 
can procure the shipping documents to make up the docu- 
mentary draft. Now if the importer fails him — by refusing 
acceptance or payment of the draft — that is to say, if the 
credit risk turns out bad, the exporter is, unusual circumstances 
apart, put to much trouble and expense, and he probably 
suffers a very considerable loss. It makes no great difference 
whether in handling the draft he has sold this instrument or 
has succeeded merely in placing it for collection. If he has 
sold it, he will upon the default of the importer be required to 
return to the purchasing bank the money he received for it, 
that is, this sum is approximately what he will have to pay 
over under the bank's exercise of its right of recourse: if he 
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has placed it for collection, he will fail to receive any return 
from it. Thus, in either instance he fails in the end to receive 
compensation for the goods shipped, and these goods are in a 
foreign port where very likely no buyer can be found except 
through a great concession in price. It is true the exporter, 
if he has been without fault, has a good action against the 
importer for damages for breach of contract, but such actions 
in distant countries are characteristically not worth institut- 
ing. While settlement by documentary-acceptance and docu- 
mentary-payment drafts, without a bank credit, is reasonable 
enough where the credit risk involved is a good risk, there is 
among exporters a great accumulation of experience demon- 
strating its dangers. 

Once upon a time an American manufacturer made a ship- 
ment of shoes upon an order from a certain foreign port. On 
the false ground that the shoes were not in accord with the 
order in respect to sizes, the importer refused to accept the 
draft which had been drawn upon him. The shipper, having 
decided it would not be the best way out to transport this 
merchandise back to the factory, instructed the collecting 
banker as his agent to offer the lot at auction where it was. 
The auction was held and the price received was about 40% 
of the invoice value. The buyer was the merchant to whom 
the goods had originally been shipped! 

Postwar Repudiations. — In the years following closely upon 
the World War, repudiations by importers of the bills of ex- 
change drawn upon them were unusually frequent the world 
over. The sharp fall of prices, which took place in the prin- 
cipal countries in 1920, was especially productive of this sort 
of thing. An importer of those days ordering foreign goods 
on the basis of the going domestic price, might in some trades 
find this price off by 30 or 40% by the time of their arrival. 
Often the victim of this ill fortune was unable or unwilling 
to stand by and meet his commitments. (The position of a 
given importer is safeguarded if, at the time of placing his 
order abroad, he makes a profitable sale in the home market 
for future delivery. If the buyer for future delivery makes 
good, the importer is individually secure. But much foreign 
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trade has to go on without hedging contracts of this sort. And 
in the event of a general crisis, the domestic purchasers for 
future delivery may in turn be driven to repudiation.) 

Another cause, operative in the period after the war, which 
led importers to abandon their contracts, was the heavy fluc- 
tuations of the exchange rates of the world. The exchange 
may move against an importer who has become bound by a 
contract of purchase at a foreign price. Thus, perhaps, a buyer 
in France of goods from the United States, who agrees to sub- 
mit to a draft drawn for a determinate number of dollars 
(compare §38), finds that the rate in France for dollar ex- 
change advances some 20 or 25% between the time of making 
the contract of purchase and the time of buying in the return 
or cross draft. Unless protected by a rise of 20 or 25% in 
the domestic price of the goods, or by a contract for the for- 
ward purchase of exchange, an importer in this position may 
be driven to a refusal of payment. Under certain methods of 
settlement, the movement of an exchange rate may of course 
work against the interests of an exporter who has not yet 
executed his contract of sale. And so exporters also may be 
led or driven to repudiations. 

In the time of which we speak, there was a rapid develop- 
ment of the use of bank credits, some of which turned out to 
be of an imperfect type. Even where these credits were em- 
ployed, repudiation was sometimes encountered. A favorite 
excuse for this act was the claim that the bill of lading or some 
other one of the documents was not in accord with the terms 
and conditions of the credit. Sometimes this claim was mer- 
itorious and sometimes not. 

Digression on Terminology. — Up to the present we have 
considered the bank only in its capacity as a purchaser or 
collector of the drafts of foreign trade. We come now to its 
role as a drawee, and an acceptor, of commercial drafts. We 
are to take up drafts drawn against shipments of goods, and 
drawn on the bank itself. The student will bear in mind that 
the ordinary sight drafts drawn on banks and known as checks 
are not in the least drawn against shipments of goods, even 
where they are used to pay for goods. Checks are drawn 
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against the deposits of the drawers and may of course be 
drawn for any purposes. The draft of an exporter on a bank, 
under a letter of credit, even when at sight, is very dissimilar 
to a check. 

The drafts of exporters hitherto under discussion in this 
book have been those drawn upon the importer as drawee. 
The expression "drawn upon the importer as drawee" is of 
course tautological, but, because of the looseness of speech 
common among expositors of foreign exchange, we feel justi- 
fied in using it this once for emphasis, as we feel justified 
also in making the following digression on terminology. When 
you read or hear of the exporter's "drawing on the importer 
through his bank" or "drawing against the importer through 
his bank," what are you to take the meaning to be? Perhaps 
it is that the importer is the actual drawee, but that there is 
present an engagement on the part of his bank to purchase 
the draft which is drawn on him. A possible meaning is that 
the draft is drawn on the bank, but that there is an engagement 
of the importer to reimburse the bank for its payment of the 
instrument. To indicate the correct use of words: a draft is 
drawn "on" or "upon" the drawee (the person or firm ordered 
in the draft itself to make payment), and "against" the fact, 
condition, or proceeding justifying the draft. Thus, a draft 
is drawn "upon" the First National Bank by the merchant A 
and "against" his shipment of goods to the merchant B, or 
"against" the commercial credit which B has induced the bank 
to issue in favor of A. An ordinary check is drawn "upon" 
the bank and "against" the deposit of the drawer. One should 
not say that the check is drawn "against" the bank, though 
this precept is often violated. Good usage, however, does per- 
mit us to speak of drawing "on" a deposit. Such an expression 
as "drawing on some one through a bank" has no definite 
meaning, and is a sign of unclear thinking. 

A Bank Credit Defined. — We have spoken of the draft 
drawn on a bank against a shipment of goods to a merchant. 
The right to draw such a draft is a bank credit in the peculiar 
sense or the particular sense in which the term is used in 
foreign trade. Thus the term has here a narrow and technical 
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meaning which we must distinguish from its more general and 
also its more usual sense. The ordinary demand deposit and 
the savings deposit of a customer with his bank is bank credit 
in the broad sense. In economics it is said that bank credit 
constitutes the larger portion of the circulating medium in a 
country like the United States or England. Here bank credit 
means demand deposits. It may also be used to include bank 
circulating notes. But the bank credit with which we are 
concerned in this work, the bank credit which is created merely 
for the settlement of some particular transaction or series of 
transactions between shipper and buyer in foreign or domestic 
commerce, is entirely distinc' from ordinary demand or savings 
deposit-credit. We have to accommodate ourselves to the fact 
that "bank credit" has a broad and usual and also a narrow 
and technical meaning. As good a definition as we are able 
to frame will run as follows: a bank credit, in the technical 
sense of a credit issued to aid in the settlement or financing of 
a particular operation of commerce, namely, a documentary 
bank credit, is a right granted by a bank (regularly some time 
in advance) to a shipper of goods to receive cash from itself, 
or some bank acting as its agent, in return for the stipulated 
shipping documents, or a right or authority granted by the 
bank to draw a draft or drafts upon itself, or its branch or 
correspondent bank, at sight or on time, with the stipulated 
shipping documents attached. This right is granted sometimes 
by the bank against which it runs and sometimes by another 
bank which assumes to grant and warrant the right. The 
bank granting the credit takes a security interest in the 
shipping documents and the goods which they cover. When 
the draft to be drawn is a long bill the credit includes an 
engagement that an acceptance of it will be forthcoming. (A 
credit may also be used in the financing of the storage of a 
particular lot of goods.) This definition is not offered with 
the notion that it compresses all knowledge of bank credits 
into a few sentences or that the reader is to see through the 
entire subject by its mere aid. 

Bank Guaranties. — Where the exporter draws a draft on the 
importer, an arrangement resembling a bank credit is set up 
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if a bank guarantees that the importer will honor this draft. 
The value of such a guaranty depends altogether upon how it 
is worded, that is, upon just what the bank guarantees, or 
what the conditions and terms of its agreement are. If the 
effect is to make the bank liable only (1) after the importer 
has refused to pay, and (2) after a court judgment has been 
secured against the importer in a suit on the contract of 
sale, its commitment then falls completely short of being a 
true bank credit. To produce the latter, a bank must be 
primarily bound to the exporter (and his successors) upon his 
fulfilling certain stipulated conditions regarding shipment of 
goods and delivery of documents. The bank's obligation must 
not be secondary to that of the importer and ineffective unless 
the latter defaults and is sued. 1 The national banks of the 
United States as corporations do not have the power to give 
guaranties of merchants, but foreign banks engage in a cer- 
tain amount of business of this type. While a banker's under- 
taking in the nature of a guaranty, that the importer will 
honor a draft of which he is to be drawee, could be made 
with terms and conditions sufficiently binding on the bank 
to be the equivalent of a bank credit, the genus, bank 
credits, is not in general to be thought of as including mere 
guaranties. 

Another problem of definition or classification arises where 
a bank engages in advance with the exporter that it will 
purchase his documentary bill or bills drawn on the importer 
against stipulated shipments of goods, and that it will forego 
all rights of recourse on him as drawer. Japanese banks have 
been making engagements of this character in favor of Ameri- 
can and other exporters of goods to Japan. In this country 
they have operated by having American banks act as their 
agents to buy the exporter's draft from him, paying him dollars 
for it. This can be construed as a case of the Japanese bank's 
paying the American exporter cash for his shipping documents, 
on the condition that he deliver up along with the documents 

1 An interesting example from actual experience of a guaranty of 
this almost valueless type is discussed by Wilbert Ward in his American 
Commercial Credits, pp. 204-5. 
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a draft "without recourse" upon the importer. It seems to be 
essentially a bank credit, but not one of a standard type. 

§ 44. An illustration. — In order to see the bank credit in its 
true setting, we will do well now to examine two plans of 
settlement not involving its use, one of which shall be selected 
as being very liberal to the importer and the other as very 
illiberal. 

Consider an export from the United States to England. 
The American merchant (convenient term for individual, part- 
nership or other firm, or corporation) might agree with the 
Englishman that the goods will be shipped upon his order, 
and that the bill of lading will simply be mailed to him giving 
him control of the goods on their arrival: this on the under- 
standing that after the importer has received and disposed of 
this merchandise he shall at his early convenience purchase 
and mail to the exporter a dollar draft for the amount due. 
This is a sale "on open account." The exporter loses all con- 
trol of the goods and has no collateral. He takes the full 
credit risk and carries the burden of the capital investment 
until the shipment arrives at destination and often long after- 
ward. This is suitable where the standing of the importer and 
the desirability of his business and the price charged make it 
suitable. It is not, of course, the commonest arrangement for 
settlement in foreign trade. 

Turning to the very illiberal arrangement, the exporter 
might require of the importer that he pay cash in full in 
advance, even in advance of the incurring of any expense for 
gathering and packing and carting the goods ! This condition 
would be fulfilled by the Englishman's buying and remitting 
a sight draft on an American bank for the required sum of 
dollars. Here the exporter takes no credit risk and invests no 
capital: the importer locks up capital from the beginning and 
trusts the exporter to fulfill his agreement to find and ship the 
goods and mail the shipping documents, and he places this 
trust in the exporter without any special security in the nature 
of collateral. 

Between these extremes lie the schemes of settlement in- 
volving the use of the documentary trade bill, or draft on the 
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importer, which we have handled in earlier chapters. Between 
these extremes, likewise, lie various plans of settlement by 
means of bank credits. One of the simplest of such plans 
would be for the Englishman to agree to induce an English 
bank (very likely the one at which he carries on his own 
regular banking business) to send instructions to an American 
bank to pay the exporter the sum of dollars due him under 
the contract of sale, only, however, in return for his making 
shipment and delivering up the shipping documents. The 
American bank is chosen in the neighborhood of the exporter, 
and the English bank agrees to put it in funds to the extent of 
its outpayment plus its commission for its service. But the 
proceedings are not so wholly simple as this first statement 
suggests. Much depends on the character of the letters or 
telegrams which are sent to establish and give notice of the 
credit, and under the general scheme there are a number of 
variant plans. We select one of these for the continuation of 
the present illustration. We may suppose, then, that if we go 
into the detail of the letter from the English bank, written to 
the American bank, we shall find the following: 

1. That the American bank is requested and authorized to pay 
for the account of the English bank and ultimately for the account 
of the English importer, (a) to the named American exporter, (6) 
a sum of dollars, not exceeding a stated maximum, equal to the in- 
voice cost of (c) a stipulated quantity and kind of goods shipped 
to the named importer, (d) upon surrender by the exporter of 
shipping documents of a stipulated character covering these goods. 

2. That the credit thus extended by the English bank shall be 
open to the exporter's use for a stated number of days from the 
date of the letter or telegram, and that during its life the credit 
shall be irrevocable. 

3. That the American bank is requested to send to the exporter a 
notification of the opening of this credit with it in his favor. 

4. That the American bank is requested and authorized, in writ- 
ing its letter of notification, to "confirm" the credit. 

We must bear in mind that this credit might be revocable 
instead of irrevocable, and that it might be unconfirmed in- 
stead of confirmed: also that its description of the documents 
to be delivered up may vary in completeness and explicitness. 
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A later section will deal with some of the problems of the 
interpretation and administration of credits. 

Unless an understanding about reimbursement already 
exists, the letter may have something to say as to the means 
whereby the American bank is to recover what it pays out, 
and along with this secure its commission. If the English 
bank carries a dollar "balance" or deposit with this American 
correspondent, a deduction from this deposit of the amount 
due is the natural and usual procedure. Otherwise a "reim- 
bursement" draft is likely to be used, i.e., a draft by the 
American on the English bank for a sufficient number of 
pounds sterling (dependent on the current rate of exchange) 
to sell in the American market for the number of dollars to be 
collected. 

In some cases, the letter of credit will, in the interest of the 
importer, prescribe as a condition of the making of the pay- 
ment to the exporter, that the goods shall be examined by 
some indicated inspector as delivered for transportation and 
that this functionary's certificate as to their quantity and 
quality shall be included in the documents to be delivered 
up by the exporter. 

We assume in the present illustration that the English bank 
writes no other letter than the one just described, and that it 
enters into no direct communication with the exporter. It 
should be said, however, that letters from the bank which 
opens the credit, addressed directly to the exporter-bene- 
ficiary himself, are entirely familiar in the world of 
commerce. 

The next step is taken when the American bank writes the 
exporter to notify him that the English bank has opened this 
credit in his favor, and to state the terms and conditions of its 
use, and to "confirm" it in some such language as this: "We 
confirm this credit and hereby undertake that drafts drawn 
and presented as above specified shall be duly honored by us." 
(The drafts referred to are merely sight drafts to be drawn 
by the exporter on the American or paying bank with docu- 
ments attached and presented at its counter at the time of his 
collection of the cash due him. In this particular illustration 
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such drafts are an unnecessary formality. The documents can 
be surrendered directly for the cash due.) It is not always 
that confirmation is arranged for or given. Under the current 
and most acceptable ideas as to classification, as set forth, for 
example, by Wilbert Ward (of the National City Bank of 
New York), 2 the particular type of credit we have just been 
describing is called in full a "specially advised, straight, 
irrevocable, confirmed, sight credit." 

The important points for the exporter are that the credit is 
irrevocable and confirmed. For if he once receives notification 
of such a credit, he knows that if he can act within the time 
limits prescribed, he can safely incur the costs of producing or 
purchasing the goods and making shipment, because he has the 
obligation of a bank to give him, in return for the documents 
which the shipment will produce, the cash that is his due. 
The right to make the exchange of documents for cash cannot 
be canceled during the lifetime of the irrevocable credit, and 
the American bank (a home bank known to the exporter) has 
adopted the representations of the English bank as its own 
obligations. Thus, the exporter of our present illustration is 
approximately as well off as if he had demanded and received 
cash in full in advance with the order for the goods. 

§ 45. Classes : Sight versus acceptance credits. — There will 
always be at least three parties to a true commercial credit, 
namely, the importer, the exporter, and the bank which creates 
or "opens" the credit. But usually there will be involved as 
a fourth party, or at least as a fourth participant in the settle- 
ment, another bank, one located near the exporter and one 
prepared to deal more directly with him than can the "open- 
ing" bank. In general, it is the importer who applies for or 
procures the issue of a credit, and he is known as the 
"accredited buyer" ; and the credit is said to be opened for his 
"account," since he is the one who solicits its opening and the 
one who is finally accountable in the series of payments to 
take place. In the simpler cases, the bank near the exporter 
pays the exporter, taking up the shipping documents; the 
opening bank in turn reimburses this bank; and, lastly, the 

2 See American Commercial Credits, Chap. III. 
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importer reimburses the opening bank. The exporter is known 
as the "beneficiary" of the credit because he is the one em- 
powered by it to draw upon or collect from a bank, and thus 
assured he will be paid. 

While it is clear the exporter is the primary beneficiary, the 
importer is, so to say, a secondary beneficiary, in that without 
the credit he will probably be unable to arrange for the import 
to the best advantage, or perhaps unable to arrange for it at 
all. (In some quarters the importer who applies for a bank 
credit is called the "opener" of the credit. For discussion 
see § 48.) 

Letters of credit can be written in an indefinite variety of 
forms, and the world of commerce has in fact seen a profusion 
of types and kinds. In this text explanations will in the main 
be confined to the classes of credits recommended by the New 
York Bankers Commercial Credit Conference of 1920. 3 These 
include the best and most important types, though not every- 
thing known to practice. 

A warning is in order against one classification often made 
in writings upon the subject, namely, that into "export" and 
"import" credits. Clearly any international sale and shipment 
of goods is both an export and an import, and any bank credit 
utilized for its settlement is necessarily both an export and an 
import credit. So a truly comprehensive and general under- 
standing of credits and their use is embarrassed by this classi- 
fication. It must be conceded, however, that it makes a 
difference with respect to form and manner of use whether the 
"opening bank" is in the country of export or of import (it 
can be in either), and whether thus from its point of view 
there is being created an export or an import credit. But to 
this classification we will pay little attention hereafter. 

s An able and authoritative work on credits and their development 
after the World War is Wilbert Ward's, American Commercial Credits, 
1922, revised in 1931 as Bank Credits and Acceptances. The present 
chapter of this text is much indebted to Ward's book. 

Of great interest also is the very informing work of G. W. Edwards 
in this same field. See his articles in the Federal Reserve Bulletin, 
Vol. 7, 1921, pp. 158, 410, 681, and 926. See also the same author's 
book, Foreign Commercial Credits, 1922. 
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It is often imperative that the information of the opening 
of a credit shall be conveyed to the beneficiary (or to a bank 
near him) by telegraph. But, in general, it will be the 
assumption of our argument that the credit is witnessed by a 
letter sent through the mails. Certain practical problems 
grow out of the necessary brevity of a telegram or cable, and 
it is not desirable that these should complicate the somewhat- 
elementary discussion offered here. 

When the beneficiary utilizes a credit, it is (as we know) 
necessary for him to make a shipment of goods under the 
contract of sale and to procure the set of shipping documents 
prescribed or stipulated in the letter of credit. Conceivably 
he might violate the contract of sale, whether unintentionally 
or knowingly, and still procure shipping documents which 
would pass the scrutiny of the bank that has first to take them 
up. This is frequent enough in practical life to cause much 
trouble, but, in general, it will be the assumption of our dis- 
cussion that the agreement of sale is fully observed and that 
the documents are strictly as required. 

Proceeding now to classification, we may distinguish first 
between sight and acceptance credits. It is under many ar- 
rangements essential, and it is, in general, customary, that the 
beneficiary shall draw a draft to which the documents are to 
be attached. This draft may be in his home money upon a 
home bank, or in foreign money upon a foreign bank, depend- 
ing on the nature of the credit. 4 If this draft is to be at sight, 
we have what is known as a sight credit. But if it is to be a 
long draft, we have an acceptance credit, for the long draft 
upon the bank which is designated to act as drawee will be 
accepted by that bank and the engagement that this acceptance 
will take place is the very core of the credit. The use of 
acceptance credits has then the effect of bringing into exist- 
ence bankers' acceptances which become an important object 
of short-term investment in the money market where the 

4 We have already discussed what seems to be a real bank credit 
providing for a draft drawn upon the importing merchant instead of 
upon a bank, but this is so far from being a normal form of bank 
credit that we make free to dismiss it from further consideration. 
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drawee bank is located. We shall later come to understand 
what an important part this fact plays in the financing of 
individual transactions of commerce. 

When the right acquired by the beneficiary under the credit 
is to receive cash from a bank of his city in exchange for the 
documents, there is, of course, a sight credit, whether the de- 
mand draft which he may draw on this bank is actually 
created or is omitted as being an unnecessary formality. In 
the present chapter we have to deal primarily with sight 
credits. An illustration of the use of an acceptance credit will 
be carried through in detail in Chapter IX. 

Beyond the division into sight and acceptance credits, there 
are three other principal classifications. Thus, one may dis- 
tinguish: 

1. Straight from negotiation credits 

2. Irrevocable from revocable credits 

3. Confirmed from unconfirmed credits 

It is convenient at this point to define or describe some 
three minor classes of credits. Specially advised credits com- 
prise those whose existence is formally made known to the 
beneficiary not by a communication from the bank that issues 
or opens the credit but from some other bank (the "notifying" 
bank of our discussions) which is deputized by the issuing 
bank to do the advising. Usually a notifying bank is also 
a "paying" bank. 

Clean credits are any under which drafts may be drawn 
without the surrender of stipulated documents. They are con- 
trasted with "documentary credits." 

Revolving credits. — It may be assumed that no commercial 
credit is ever issued without a maximum being set for the 
amount that may be collected or drawn for by the beneficiary. 
In the instance of an ordinary (by which we mean in this 
connection a nonrevolving) credit, it is open to the beneficiary 
to exhaust it in a single draft, though it is also often under- 
stood that he may make partial shipments and make partial 
drafts and thus use up the credit in installments. In the case 
of the ordinary credit there is then a single limit placed upon 
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the amount to be drawn for, and this is simply a restriction on 
the grand total. The revolving credit is one under which an- 
other limit, distinct and additional, is placed upon the draw- 
ings of the beneficiary. This is a limitation upon the amount 
of the drafts that may be unliquidated at any one time. That 
is, though the grand total may be permitted to go to, say, 
$1,000,000, the unliquidated debt under the credit outstanding 
at any one time is forbidden to exceed, say, $250,000. By the 
liquidation of a draft is here meant of course the importer's 
final reimbursement of the opening bank for its payment of, 
or payment for, that draft. If, now, in the present illustration 
there are at a given moment $200,000 of unliquidated drafts 
outstanding, there will be but $50,000 of the credit actually 
available at that moment for further drafts. But when any 
part of the $200,000 becomes liquidated, it is added back into 
the amount available. In this way there is a self-renewing of 
that amount — subject always to the limit of $250,000 — and 
figuratively this amount is thought of as "revolving" or re- 
curring. This type of credit may be regarded as a subspecies 
in the general class known in financial language as a "revolv- 
ing fund." If a credit were to be set up with an inner limit 
upon the amount to be outstanding at any moment but without 
a definite outer limit upon the total amount to be drawn for 
during the whole term of its life, it would of course be defin- 
able as a revolving credit. 

§ 46. Straight as opposed to negotiation credits. — Let it be 
supposed a London merchant arranges for an import from 
New York and agrees to provide the exporter with a sight 
dollar credit. This will mean in the great majority of in- 
stances that the opening bank will be an English bank, one to 
which the importer is known and one which he can induce to 
take the necessary steps. The natural procedure is for this 
English bank to write a letter to a New York bank, with 
which it carries a dollar balance or with which at least it has 
correspondential relations, opening a credit with this New 
York bank in dollars in favor of the New York exporter. 

Whether this letter is revocable or irrevocable, and whether 
or not it requests confirmation, does not concern us at this 
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stage of the argument. In any case, the letter will lay down 
conditions as to what shall be shipped by the beneficiary and 
what kind of shipping documents shall be presented by him, 
including, of course, the condition that the shipment is to be 
made to the designated London importer, the one we call the 
"accredited buyer." There will also naturally be a maximum 
limit set upon the number of dollars the beneficiary may draw 
for or receive, and it is understood, if not expressly stated, 
that within this limit the amount is to be the agreed price, or 
"invoice cost," of the goods actually shipped. 

Next, then, the New York bank writes a letter to the bene- 
ficiary informing him of the opening of this credit with itself 
in his favor. We assume now that the New York exporter ships 
goods to the London importer, with a price under the agreement 
of sale of, say, $5,000, and obtains the required type of bill of 
lading (to the order of the English bank, or perhaps to the 
order of himself indorsed in blank) and the other required 
shipping documents. The New York exporter now draws a 
sight draft on the New York notifying bank for $5,000 and pre- 
sents the same to it for payment, being ready to surrender the 
shipping documents in return. If all goes well, the New York 
bank pays and cancels the draft. (This is the particular 
type of settlement in which the drawing of the negotiable 
draft is really a formality which can be dispensed with. In 
countries where there is a stamp tax on negotiable drafts as 
such, there is a positive motive to dispense with it.) The 
New York bank takes up the documents and forwards these 
to the English bank or to any customs or port broker which it 
has designated to care for the goods at the moment of their 
arrival. The New York exporter is now paid and is out of the 
settlement from this point on. There will be no coming back 
upon him if the importer should fail to pay what he will owe 
the English bank which opened the credit. The English bank 
is carrying the "credit risk" and takes the chance of default 
on the part of the importer. For this, the reward that it 
receives, or stands to receive, is its commission, usually paid 
by the importer. 

It will be useful to consider at this point the positions of 
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the various parties in the event the goods shipped are not in 
accord with the contract of sale. Suppose, to make a strong 
case, the goods are really worthless, though this fact does not 
in any way show through in the documents and does not 
become known to the New York bank. The proper under- 
standing regarding rights and duties, and the legal effect, 
unless there has been something irregular in the letters or 
proceedings, will then be as follows: The English bank will 
be bound to pay the New York bank the $5,000 which the 
latter has disbursed, plus its commission; and the importer 
will be bound to pay the English bank the pounds and shillings 
which this has cost it, plus its commission ; all this though the 
goods are worthless. The importer's remedy for the breach of 
the contract of sale is a suit at law against the exporter, which 
can of course be won under the facts as stated here but which 
will be troublesome and expensive. (The exporter may or 
may not be financially good for the damages awarded by the 
court against him.) The supposition of a shipment of worth- 
less goods implies fraudulent action by the exporter. Doubt- 
less, if the New York bank could not or did not collect from 
the English correspondent, it would have a good action against 
the exporter to recover the $5,000 it has paid him, but the 
system of agreements and relations set up under the scheme 
of a bank credit is understood to throw upon the importer the 
risk as to undisclosed improper action by the exporter. And 
so both banks are entitled to rely on payment from the im- 
porter. This result would, however, be modified if the New 
York bank were guilty of negligence in accepting documents 
which upon a proper scrutiny would show or indicate that 
something was wrong with the shipment. But we must bear in 
mind that an unexceptional bill of lading and insurance policy 
might be obtained even when the merchandise hidden away 
in the packages is not in fact what it purports to be, e.g., water 
in containers supposed to hold oil. As has already been ex- 
plained in an earlier section, the importer may safeguard his 
interests by providing for inspection by some functionary and 
demanding that the latter's certificate as to the satisfactory 
quality of the goods shall be included in the documents required 
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by the letter of credit. The present book, not being a legal 
treatise and being necessarily limited in scope, passes over 
many questions that will come to the mind of the inquiring 
reader and that will have to be faced at times in practice by 
importers, exporters, and bankers; for example, what are the 
liabilities of a carrier to the holder of a bill of lading under 
the clause in this bill describing the nature and quantity of 
the goods received for transport? B 

"Straight" Credit Defined. — Returning to the illustration, the 
English bank opens a credit with a particular New York bank, 
under which the beneficiary can go to the latter institution for 
payment upon surrender of his documents. He can, of course, 
draw a sight draft upon this New York bank and present the 
same to it for payment. We have to do here with what 
the American Commercial Credit Conference designates a 
"straight" credit, because it names a particular bank which is 
to make payment to the exporter-beneficiary. The distinction 
between this and its opposite, namely, a "negotiation" credit, is 
really pertinent only where the credit is created or opened by 
a bank foreign to (or at a distance from) the exporter. To 
give a set definition: a straight credit is one issued by a bank 
at a distance from the exporter {and usually one near the im- 
porter) which designates a particular bank near the exporter 
to which he may go for payment for his shipping documents, 
or upon which he may draw a sight draft against surrender 
of these documents. 

The question whether, in the instance of a straight credit, 
the intention is to confine the exporter to dealing with the 
designated bank, cannot be given a single answer. If the New 
York exporter of our illustration is authorized to draw at 
sight upon the designated New York bank, may he not encash 
or negotiate this draft, documents attached, with some other 
institution, say, his own bank? Unless expressly forbidden in 
the credit, this action is certainly within his legal power. But 
some banks consider it contrary to the intention of the 

5 Something on this subject may be found in the Federal Bills of 
Lading Act of 1916, §§ 100-102, with notes as set forth in the United 
States Code Annotated, Title 49. 
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arrangement.® The question is merely whether there shall be 
an intermediary bank handling the draft. If there is one, 
there will be a negotiation in a correct and a legal sense. The 
act of negotiation therefore cannot be regarded as exclusively 
characteristic of the "negotiation" credit. (Definitions and 
classifications cannot always be made clear-cut in such a field 
as this.) 

"Negotiation" Credit Defined. — Let the illustration now be 
changed so as to make usual and natural a so-called negotia- 
tion credit. To "negotiate" a draft means to transfer it to 
another person (or corporation) so as to make this transferee 
the owner of the instrument (as contrasted with making him a 
mere agent to handle it under instructions). The exporter's 
negotiation of his draft to a bank, which gives value for it 
instead of taking it for collection, is of course a sale of the 
instrument. (Cf. §§ 11 and 12.) We will suppose now that the 
London importer of our illustration is to arrange with his bank 
for the issue of a letter of credit authorizing drafts upon this 
bank itself in pounds sterling. This is compatible with a 
pricing of the goods either in sterling or in dollars. If the 
price is in sterling, the draft will be for the sterling value of 
the goods as quoted; if it is in dollars, the draft will be for a 
sufficient sum of sterling to sell for the number of dollars due, 
that is, to sell at the exchange rate of the day as quoted by 
the American bank to which the draft is sold. 

It would be usual for such a letter of credit as we have 
supposed, to be addressed to the exporter-beneficiary himself 
instead of to some notifying bank in New York. The letter is 
thus designed to be shown by the beneficiary to any bank he 
may choose to approach. It is to serve as the evidence of his 
authority to draw upon the foreign bank. On the strength of 
this evidence, the bank approached may be induced to pur- 
chase the draft. A negotiation credit is then any credit which 
does not designate a particular bank from which cash is to be 
obtained for the documents, but leaves the selection of a nego- 
tiating bank to the beneficiary. In legal discussions, a negoti- 

6 Compare G. W. Edwards, "Commercial Letter of Credit," Question 
29, Federal Reserve Bulletin, February, 1921, pp. 170-1. 
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ation credit is often called a general credit, and a straight a 
special credit. 

A negotiation credit is compatible with the exporter's real- 
izing the full agreed price for his goods without loss or de- 
duction for costs of negotiation. The draft to be drawn may 
be made to cover these costs. If the price is quoted in home 
currency while the draft is in the currency of a foreign country, 
the exporter may draw for sufficient foreign units to yield the 
required amount of home money. Thus: $5,000 is due the 
New York exporter. He is authorized to draw at 60 days 
sight on a London bank. His draft can be sold at, say, 
4.8350. 4.8350 goes into 5000, 1034.126 times. He draws for 
£1,034.126 (£1,034 2s 6d). This much sterling sold at 4.8350 
yields $5,000 net. There is no loss for discount, exchange, or 
commission. 

§ 47. Irrevocable as opposed to revocable credits. — An ir- 
revocable credit is one which the opening bank cannot cancel 
during the term of its life as originally set, and a revocable 
credit is one which this bank may at its option withdraw at 
any time prior to its use by the beneficiary. (What, for the 
purposes of this statement, constitutes "use" is a question 
which does not admit of an entirely satisfactory discussion, 
but see the following section.) Probably letters of credit can 
be so worded as to make it practically ambiguous, or legally 
uncertain, whether the credit is revocable or not, but with 
such letters (which ought never to be written) this text will 
not concern itself. The easiest and best way to avoid am- 
biguity is to make the letter describe the credit as revocable 
or irrevocable in these very words. A number of the prepared 
or engraved forms in actual use do this. Thus a letter may 
begin: "We hereby open our irrevocable (or revocable) credit," 
etc. But even without the use of the word itself, it is evident 
that an "irrevocable" credit is created by the following very 
common clause: "We hereby engage with the drawers, in- 
dorsers and bona fide holders of drafts drawn under and in 
compliance with the terms of this credit that the same [the 
drafts] shall be duly honored on due presentation and delivery 
of documents as specified, if negotiated or presented on or 
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before [date of expiry of credit entered here]." All forms of 
letters of credit recommended by the American Commercial 
Credit Conference state explicitly whether the credit is irrev- 
ocable or revocable. 

§ 48. Confirmed and unconfirmed credits. — The next dis- 
tinction to be drawn is that between confirmed and uncon- 
firmed credits, though the usage and meaning of these terms 
is not everywhere the same. There is a partial conflict be- 
tween the prevailing European and the prevailing American 
conceptions. Under the American (and what may fairly be 
called the better or more logical) usage, a confirmed credit is 
one which has been issued by a first bank and adopted as an 
obligation by a second bank. 

An occasion for this adoption or "confirmation" comes into 
being when the first bank, having established a credit with a 
second bank, calls upon the latter to advise the exporter of its 
existence. If, in connection with the notification, the second 
bank engages with the exporter that the drafts drawn under 
the credit will be honored, it confirms the credit. That is, it 
adds its obligation to the obligation of the opening bank. It 
adds a second obligation to an already existing obligation, 
both being obligations of banks. 

Another occasion for confirmation, in the proper sense, 
arises when a first bank addresses a letter of credit directly to 
the beneficiary stating that it authorizes him to draw upon a 
second bank. Thus, suppose a Chicago bank authorizes an 
Italian who is to export merchandise to Chicago, to draw in 
sterling at 90 days sight on a certain London bank. The 
London bank may be asked to confirm this credit (see Chap- 
ter IX). 

To give an illustration of confirmation by an advising bank, 
we may suppose that the London Importing Company has 
induced an English bank to open a credit in dollars in favor of 
the New York Export Company, with the Bank of A of New 
York. The English bank is then, as has been pointed out 
before, the "opening" bank, and the Bank of A of New York 
is the "notifying" bank. The credit as issued might be rev- 
ocable or irrevocable, but if it were revocable the notifying 
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bank would never in practice confirm it, and the opening bank 
would not in practice ask it to do so. However, if the credit 
as issued is irrevocable, the notifying bank may confirm it. 
If so, this step will be taken usually upon the direct request 
of the opening bank, which will be acting on the request of 
the importer who in turn is under a demand by the exporter 
for a confirmed credit. The confirmation will be given in the 
letter of notification. Thus Bank A will write the exporter a 
letter substantially as follows: 

We are instructed by the Bank of B of London to advise you 
that they have opened their irrevocable credit in your favor for 
account of the London Importing Company for a sum or sums not 
exceeding a total of $5,000, Five Thousand Dollars, available by 
your drafts on us at sight to be accompanied by [list of documents, 
bill of lading, etc., etc.] evidencing shipment of [merchandise agreed 
to be bought by importer, briefly described] from you to 
London Import Company. . . . Bank of B of London engages with 
you that all drafts drawn under and in compliance with the terms 
of this credit will be duly honored on delivery of documents as 
specified, if presented at this office on or before [date of expiration 
of credit]; we confirm the credit and thereby undertake that all 
drafts drawn and presented as above specified will be duly honored 
by us. 7 

Bank A or New York 

(signature by proper officer) 

For the act of confirmation a commission is nearly always 
exacted, but not universally. Such a charge might be %th of 
1% or less. Confirmation is, of course, especially desirable 
where the foreign opening bank is some lesser institution un- 
known to the exporter even if well and favorably known to the 
confirming bank. 

If in the illustration last before us confirmation had not 
been requested, the concluding portion of the letter of notifica- 
tion might read: 

Bank of B of London engages with you that all drafts drawn 
under and in compliance with the terms of this advice will be duly 
honored on delivery of documents as specified, if presented at this 

7 Prom Commercial Credit Conference Form D-a ; see page 155. 
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office on or before [date of expiration entered here]. This letter 
is solely an advice of credit opened by Bank of B of London and 
conveys no engagement by us. 8 

When the notifying bank does not confirm a credit (revo- 
cable or irrevocable as issued), it can and will refuse to pay 
for the documents, if before they are presented to it the open- 
ing bank should either repudiate the credit or become insol- 
vent. If the opening bank repudiated before expiration a 
credit issued by it as irrevocable, it would break its contract, 
but for this the advising bank would have no liability when it 
has withheld confirmation. The advising bank has said to the 
exporter: We are informed by the opening bank that it will 
provide payment for you through us; however, we serve only 
as an intermediary. 

As already intimated, many English and Continental letters 
of credit use the word "confirmed" with the object of making 
the credit irrevocable by the bank that first issues it, and 
"unconfirmed" with the object of making it revocable by that 
bank. Thus, if an English importer requests his bank to act 
as drawee and acceptor of drafts to be drawn by the exporter 
abroad, and if the bank accommodates him to the extent of 
writing the foreigner that he may draw though he must under- 
stand this to be an "unconfirmed" credit, the intent and effect 
are virtually to produce what we with greater clarity prefer to 
call a revocable credit. The conception back of the European 
usage appears to be that the importer sets up the credit with 
the bank, and that the bank may or may not adopt or confirm 
this action. The criticism is that it is a misconception to think 
of the request of the importer as setting up a bank credit 
which may or may not be adopted by the bank. (The student 
will bear in mind there is no question here of the importer's 
depositing money with the bank for the account of the ex- 
porter. The importer expects to pay for the goods by reim- 
bursing the bank after their arrival.) It seems proper to say 
there is no bank credit until the bank sets it up. A "con- 
firmed bank credit" ought to imply one (a) established by the 

8 From Commercial Credit Conference Form C-a. 
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action of some one bank, (6) assumed or adopted by some 
other bank. 

Under German usage, as approved by the Berlin Bankers 
Association, 9 a credit can be "opened" with the bank by the 
importer, and the importer can declare whether it is revocable 
(widerruflich) or irrevocable (unwiderruflich) by himself. 
After this opening, the bank may confirm (verb = bestatigen) 
the credit or may advise it to the beneficiary or another bank 
as unconfirmed (unbestatigter Kredit), saying in the latter 
case that the advice "involves no obligation on our part." 
(Under German usage a bank may confirm a credit set up 
with it by the importer as "revocable," and a confirmed 
revocable credit is one that cannot be canceled by the bank 
on its own initiative but only upon instructions from the 
opener or importer.) A German bank usually considers itself 
bound to confirm any credit opened with it by the importer as 
irrevocable by him. So we might have an irrevocable credit 
opened by a German importer in favor of a New York ex- 
porter, confirmed by the German bank, and confirmed again 
by a New York notifying bank ; that is, under European usage 
of terms. 

We conclude that what the terms confirmed and irrevocable, 
or their foreign-language equivalents, signify in any particular 
set of letters or contracts associated with an agreement of 
sale or a bank credit, if not made clear by context, will depend 
on the particular national usage that as a matter of right or 
law ought to govern in the given instance. 10 

§49. The "Authority to Pay."— What rights or valuable 
expectations can come out of a credit when the bank which 
issues it writes, "Please observe this involves no obligation on 
our part"? The thing is called a bank credit but all bank 
liability is denied I Does calling it a credit afford the exporter 

9 Cf. article, "Commercial Credit Practice by German Banks," by the 
Division of Analysis and Research of the Federal Reserve Board, 
Federal Reserve Bulletin, February 1922, p. 160. 

10 For further study of the confusion as to the meaning of a confirmed 
credit, see W. Ward, American Commercial Credits, especially Chap. 
V; W. F. Spalding, Bankers' Credits (London, 1921); G. W. Edwards, 
Foreign Commercial Credits, pp. 190-193. 
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an opportunity to create a real or substantial right if he can 
get his documents to the notifying bank before the latter re- 
ceives notice of cancellation? In the present state of banking 
practice and of law, it is not possible to give a satisfactory 
discussion for cases where letters setting up revocable credits 
are over-brief or unclear. Bankers' opinions vary somewhat, 
and there has been little in the way of litigation to provide 
principles of the interpretation of revocable credits. Of course, 
if letters are drawn up with a proper care for the definition of 
the exporter's rights, there need be no disputes or difficulties. 

In the export trade of this country in the years following 
the World War, revocable and unconfirmed credits were very 
extensively employed, although some of our mercantile people 
denounced them as "useless." Despite certain heavy losses 
due to cancellations, most business under these credits as a 
matter of course went through to a successful conclusion. 
With regard to conditions in the more immediate present, one 
of the largest banks in this country finds that in its experi- 
ence there are two or three times as many irrevocable as 
there are revocable credits, but that in respect to values in- 
volved the revocable credits sum up to a greater total. 11 

Among the reasons for the cancellation of a revocable credit 
by the opening bank may be mentioned (1) some change in 
the individual circumstances of the importer which makes the 
bank unwilling longer to carry him as a credit risk; (2) a 
general weakening or collapse of the market for the imported 
goods (impairing the value of the collateral and suggesting 
that the importer might fail) ; or (3) some ground for suspect- 
ing that the exporter will ship without living up fully to the 
contract of sale. Revocation may come on the bank's own 

11 Revocable credits seem mostly to originate in western Europe and 
to be connected with shipments of raw materials and bulk goods. 
"Manufacturers, perhaps recalling their experience in 1920 and the few 
years following, generally require irrevocable credits to cover shipments 
of goods which have little or no market aside from that afforded by the 
purchasers. Shippers of goods which have a free or international market 
are usually willing to take revocable credits to cover their exports. 
Also the trade relations between exporters and purchasers of bulk goods 
... in many instances have been continuous for quite a number of 
years and the credit ratings on the purchasers are high." 
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Atjthoritt to pat 
Revocable credit form issued by the Commercial Credit Conference 

initiative or again on the demand of the importer. Cancella- 
tion of the credit may, of course, leave the importer subject to 
a suit by the exporter on the contract of sale. It is a cardinal 
principle that (a) the bank credit and (b) the contract of sale 
are distinct things. 
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(Commercial Credit Conference — Form A) 
ADVICE OF AUTHORITY TO PAY Advi» No. A_ 



Jft, 



Dmt Sbit 

*We uKiw y« Art.. — - ■ ■— ■ . ; -•> -,-. ,_ Bank 

have authorized ut to honor your drift* f« account of. ...._ _ ,....,, ,„„.. „ .,. .,,..., , , , ,, ...,,, 



.-for a ram or rami not ex c ee ding a total of (agora) 

— _. -_. —_„.„___„„ (wordi) 



to be accompanied by._. 



„.-t£uuranct to bt effected by- 



All draft* w drawn mutt be marked) 
"Drawn at per ., ..., 



Advice No. A. , dated 19 ." 

Draft* h> drawn, with document* at ipecified miut be presented at our office not later than.. ,„,.„.. 19 ,,,,.., 

The authority given to at b subject to revocation or modification at any time without notice to you. 

Each of the provisions on the back hereof, except to far as otherwise expressly stated, is incorporated as part of 
tnii advice. 

Th» advice convey* no engagement on our part or on the part of. „„._ ,.-.,., _Bani and 

b limply for your guidanoe in preparing and presenting drafts and documents. 

Youn very truly. 



Advice of authority to pat 
Revocable credit form issued by the Commercial Credit Conference 

It is clearly unsuitable to make a general negotiation type 
of credit revocable. A revocable letter of credit would be of 
little value to show to this or that or the other bank to induce 
it to purchase a draft. The exporter could hardly expect it to 
buy a draft issued under so lame a sponsorship. Revocable 
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credits, when created, are likely, therefore, to be of the straight 
and "specially advised" type. The bank advising of the 
existence of the credit will be careful to negative any idea 
that it gives a confirmation. 

The revocable and unconfirmed bank credit is usually 
called a bank credit, although by it no bank is absolutely com- 
mitted in advance to provide payment for the designated 
shipping documents of the exporter. This form of credit has 
been provided for by the Commercial Credit Conference by 
means of an instrument which it calls an "Authority to Pay." 
The purposeful omission of the Conference to call this a letter 
of credit is to be taken not as a pronouncement on the aca- 
demic question of the classification and definition of bank 
credits, but rather as a useful device to warn the beneficiary 
that he is to enjoy weaker rights or expectations than those 
conferred by the better kinds of credits. We reproduce on 
pages 148 and 149 the "Authority to Pay" (letter from the 
opening bank) and the "Advice of Authority to Pay" (letter 
from the notifying bank). The fact that this is the only 
revocable credit proposed by the Conference is tantamount 
to a recommendation that other types of revocable credits 
be abandoned. Under this credit, once the exporter has pre- 
sented his documents to the paying bank and had them ac- 
cepted and paid for there (notice of revocation from the 
issuing bank not having come to the paying bank), he is as 
fully protected as under any other form of bank credit. He 
has procured payment and there is no danger of recourse on 
him. 1 * 

After presentation of documents the exporter's position is 
satisfactory. Before that event, however, the credit affords 
him no definitive protection. This is what follows from its 
being a revocable credit. It is, of course, his right to refuse 
to operate under such a credit, but perhaps he is forced to 
agree to it to get the business. According to the terms of the 
credit at present before us, revocation may become effective 
without any delivery of notice of revocation to the exporter 
himself. This is explicitly stated. So he must prepare the 

12 See further discussion in § 64. 
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shipment without being under banker's protection. In prac- 
tice, a paying bank would do him the important favor of 
notifying him promptly of the receipt by it of advice of can- 
cellation. There have been lawsuits, however, involving a 
state of facts in which the paying bank forgot to transmit 
this notice. 

The reasons for not adopting a form of credit which would 
make revocation take effect only upon notification to the bene- 
ficiary (exporter) himself, are discussed by Ward, 13 who 
speaks as follows: "Banks are not of migratory nature, and 
so long as they continue to exist, must operate every business 
day, through officials whose position and authority are mat- 
ters of public knowledge. The exporter's business is, how- 
ever, of a private nature, and the task of giving him effective 
notice of cancellation of a commercial letter of credit could, it 
is conceivable under certain circumstances, become as arduous 
as that of a process-server seeking an elusive witness, or a 
bill-collector hunting out a wily debtor. ... If the banks 
were to assume the task of giving the beneficiary notice of 
revocation before he could present his documents, a game of 
hide and seek might result." Despite the essential soundness 
of the foregoing, it would seem equally reasonable to have a 
form of credit which would require the notifying bank at least 
to place in the mails a letter to the exporter notifying him of 
the revocation before this revocation could become effective. 
This would at least give him important information. 

§ 50. Types of irrevocable credits. — At the present time 
in this country the majority of banks with large and active 
foreign departments have their individual engraved or printed 
forms of letters of credit and associated letters and documents. 
These, having been in use for many years, are regarded as 
time-tested and have not readily yielded to Conference forms, 
even though the Conference was attended by representatives of 
a large number of the most important banks. But the prin- 
cipal types of the letters of credit which the generality of the 
banks utilize are in essentials much like one another, and they 
are substantially the same as those proposed by the Con- 

13 American Commercial Credits, p. 137. 
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(Commeroal Credii Ccnfuuu Food B) 
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AQ remaining documents mint accompany the draft. 



The amount of any draft drawn under this credit must be endorsed on the reverse hereof, and the present.rjcn of 
each draft, if negotiated, shall be a warranty by the negotiating bank that nidi endortement hai been made and that donim-rifi 
have been forwarded as herein required ; if the draft b not negotiated thii credit and all relative documents muil accompany the draft. 

This credit must accompany any draft which exhausts the credit and must be lurrendered concurrently with the 
payment of mch draft 

Each of the provisions on the back hereof, except *o far ai otherwise exprewly stated, is incorporated as part of 
thucrecuL 

We hereby engage with the drawers, endorsers and bona fide holders of drafts drawn under and in compliance with 
the terms of this credit that the same shall be duly honored on due presentation and delivery of documents as specified at 

{Oat* Of expiry 
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Yoan very truly, 
(Signature of opening bank) 



Irrevocable negotiation credit form 
Issued by the Commercial Credit Conference 

ference. This body has provided for irrevocable credits of 
the "straight" and of the "negotiation" type, either being 
"confirmed" or "unconfirmed." Taking all the different forms 
together, we find that in one case or another they permit drafts 
drawn upon: 
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1. The issuing or opening bank, or 

2. The advising or notifying correspondent bank, or 

3. A correspondent bank that does not notify, or 

4. The importer himself (with draft without recourse) 

The ordinary conception of a bank credit is that it consists 
of an authority to draw a bill of exchange on a bank, and most 
credits conform to this idea, but we must tolerate the in- 
clusion in the category of bank credits any arrangement for a 
draft "without recourse" upon the importer where some bank 
commits itself irrevocably within a given period to purchase 
or provide for the purchase of the said bill. 

A conspectus of the types of irrevocable credits provided for 
by the Conference may be presented in the following form: 

1. Irrevocable negotiation credit not specially advised 

Letter of credit from opening bank to beneficiary direct, hav- 
ing much the same effect as a circular letter or one di- 
rected to bankers in general 
No notifying bank to give or omit confirmation 
Draft on 
Opening bank, or 

Some designated correspondent bank 
as determined by the opening bank at the time of issue. 
Correspondent bank might confirm on request 

2. Irrevocable negotiation credit, specially advised 
(a) Unconfirmed 

(6) Confirmed 

3. Irrevocable straight credit, specially advised 
(a) Unconfirmed 

(6) Confirmed 

Specimens of some of the Conference forms are reproduced 
here for such inspection as the reader may care to give them. 
Form B on page 152 is an example of number 1 in the above 
classification. Interbank Form D-a on page 154 is for a letter 
of credit belonging under 3 (6). Form D-a on page 155 shows 
the best wording for the letter of notification and confirmation 
which will be associated with the letter of credit given in 
Form D-a. 

These letters of credit, like any others in the best form, 
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(Commercial Credit Conference — Interbank Form D-«) 
CONFIRMED IRREVOCABLE STRAIGHT CREDIT C™& No. D*— 



(ITame of notifying bant, a lto irww ba nk) 



(gam e of b ene fie l ay ), 



(■ddna) <dtr> 

thai we have opened our irrevocable credit in their favor for account of: 



JjJ!g*-°CJf!^g**?_°*' B 99 nil tti pgy"*) ,. 



(or a nun or sums not exceeding a total of — — — . — — .... — .., — ... — — . — _. — . — (figures) 

,,., .,,,.,, I,, (words) 



available by their draft) on you al- 
io be accompanied by .... . , 



ihipment of,- __ 



e to be effected by ._ 



We hereby engage with the beneficiary that all drafts drawn under and in compliance with the terms of the credit will 

be duly honored on delivery of document* at specified, if presented ai your office on or before , 19 , , ,.,; 

we authorize you to confirm the credit and thereby to undertake that drafts drawn and presented a* above speciEed shall be duly 
honored by you. 

For your reimbursement you may: 

Debit our account with yon. 
(Put cross in square (ftrra for whloh r« lmburs) amen t drmft 

opposite method desired) Draw on us at__ u t0 b « drawn ,_e loo et alweyi 

"at night") 
This credit b to be advised to the beneficiary by you on Commercial Credit Conference Form D-a. 

Your* very truly. 

(Signature of opening bank} 



Confirmed irrevocable straight credit form 
Issued by the Commercial Credit Conference 

make it entirely clear that the act which the exporter must 
perform within the lifetime of the credit to bind the bank (or 
banks) is the act of presenting or negotiating the authorized 
documentary draft. This act cannot be accomplished, of 
course, except for forgery or fraudulent procurement of the 
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(CommerciJ Credit Conference Form D-») 
CONFIRMED IRREVOCABLE STRAIGHT CREDIT Credit No. D*_ 



(name and address of 



benefiolary or exporter f 



Deu Sin: 

W, «, bwd by (S!g'_°jL»Bg?»e.'«Jt) ,,■ Buk to «hiie *» d»l tber k»e 



Opened their irrevocable credit in your favor for account of— 



for • turn or nun* not exceeding a total of , .,,,.- - , (figure*) 

■ i ■■■-■■ M i i (words) 



available by yew draft* on n aL_ 
ta be accompanied by 



evidencing shipment ©L. 



* to be effected by „ 



AD draft* drawn under the credit mart bet marked: 
"Drawn «*W._lgJM.o* ope ning bank) _ R »i-. 

Credit No. D-a. . dated. 19 ," 

Each of trie provision* on die back hereof, except to far u otherwise expressly (tared, b incorporated u part of 
this credit. 

lSW.9Jlt.0&g- 1 JlgJgS& Bank engages with ycru that *D draft* drawn under and in compliance 

with the term* of this credit will be duly honored on delivery of documents a* «peci£*d, if presented at this office on or before 

-.19 ; we confirm the credit and thereby undertake that all draft* drawn and presented at 



above specified will bo duly honored by u. 

Yotm very tnuy. 



[Signature of 
notifying - and confirming - bonk) 



Confirmed irrevocable straight ceedit form 
Issued by the Commercial Credit Conference 

documents, without prior consignment of the goods with the 
carrier. When he is the beneficiary of such letters as these, the 
exporter has a sure and definitive position and can begin to 
assemble or manufacture the goods in safety, provided always 
he knows he can make the required shipment within the set 
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time limits. An irrevocable credit with an adequate term of 
life is then, under usual circumstances, as good an assurance 
of payment as an exporter can reasonably demand. As for 
the position of the importer under an irrevocable bank credit, 
something will be said at a later point. 



CHAPTER IX 

BANK CREDITS: II. THE HISTORICAL STERLING 
ACCEPTANCE CREDIT 

§ 51. Sterling and dollar credits. — Bank credits may of 
course be issued in any of the principal national currencies; 
in pounds, dollars, francs, marks, and other units. Before the 
World War probably more than nine-tenths of the credits used 
in the foreign commerce of the globe at large were written in 
sterling. But to-day the American dollar is an important 
rival of the pound in the field of foreign settlement. 

The monetary unit of South Africa and also of Australia 
and New Zealand is a gold pound sterling, the same in respect 
to weight and fineness as the English pound, but in ordinary 
usage a "sterling credit" always means one in sterling of Eng- 
land. The monetary name given a credit is not determined 
by the location of the opening bank. A dollar credit is one 
authorizing drafts in dollars, a sterling credit one authorizing 
drafts in sterling, whatever be the nationality of the opening 
bank. While a sterling credit is as likely as not to be issued 
by an English bank or acceptance house, it may be issued by 
a bank of almost any nationality or location. A Spanish bank 
might open a sterling credit in favor of a Chilean exporter, 
or an American bank might open one in favor of an Italian 
exporter, under certain arrangements with some English bank, 
the nature of which we shall soon consider. To-day, however, 
the American dollar being in a new position, a credit opened 
by a Spanish bank in favor of a Chilean might well be in 
dollars. That is to say, a dollar credit may well find use in 
a three-currency or triangular settlement. 

The present chapter will occupy itself chiefly with an illus- 
tration of the payment for an export from Italy to the United 
States through the use of a sterling credit. More likely than 
not to-day this settlement would be accomplished by the aid 
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of a dollar credit without the involvement of a third country 
or a third currency. But partly because of the unrivaled his- 
torical position of the sterling credit and partly because of 
the broad view of the bank credit system thus afforded us, we 
shall make the illustration one of the use of a sterling credit. 
We shall make it a sterling acceptance credit, one giving rise 
to a time bill on a London bank. 

It is the common opinion that prior to the Federal Reserve 
Act, which was passed shortly before the opening of the World 
War, the national banks of this country did not have the power 
to submit to and accept time drafts drawn upon themselves. 
In fact, a lower Federal court gave a decision to this effect, 
holding that this power, being one to "lend credit" rather than 
to "lend money" [i.e., to lend the strength of the bank's name 
to the drawer's draft without thereby making him or any one 
else an advance of cash], 1 was not among the implied powers 
of a national banking corporation. 2 Be this as it may, it is 
safe to affirm that this mere legal disability of our leading 
class of banks had little or nothing to do with the failure of 
the country to develop a dollar credit and acceptance business 
in foreign trade before the war. For sterling exchange was 
in those times the only kind for which there was a strong and 
active market in every great port and money capital of the 
world, and London was the only center to have a discount 
market able to take care of an almost unlimited quantity of 
time bills. These conditions, the product of the world-wide 
activity and long experience of British banking for interna- 
tional trade, gave sterling credits in that period a position of 

1 When a bank accepts a time draft drawn upon it by A, it is agreed 
that A or some one acting in his behalf (e.g., an importer to whom he 
is making a sale) must put the bank in funds just before the maturity 
of the draft, i.e., funds sufficient to discharge the instrument. Thus the 
accepting bank advances no cash. Meanwhile A procures cash by sell- 
ing the draft to some one else on the strength of the acceptance 
(whether actually placed upon the bill or merely promised by a letter 
of credit or contract to accept). If the accepting bank at some stage 
of the proceedings buys or discounts its own acceptance, it does then 
advance cash funds, but this act is outside the question of the mere 
power to grant acceptances. 

2 The National Bank Act conferred upon the banks chartered under 
it no express power to accept time bills. 



THE STERLING ACCEPTANCE CREDIT 159 

almost unshakable dominance. Much also was contributed to 
this result by the steadfast maintenance of the gold standard 
by England for a century preceding 1914. To-day there are 
many places throughout the world that have active markets 
for dollar exchange, and New York now possesses a very 
adequate discount market. 

§ 52. Illustration of use of a sterling credit in a triangular 
settlement. — Let it be supposed a Chicago firm arranges to 
import a quantity of olive oil from Italy. The price at which 
the Italian agrees to sell may conceivably be expressed in lire, 
the money of Italy, or in dollars, the money of the United 
States, or in pounds, the money of England; not to speak of 
the possibility of a price in the money of some third country 
other than England. It is usual for an exporter to name his 
price in the currency of his own country, and here we shall 
assume a quotation in lire. 

[If a sterling credit is to be used, only a pricing in lire or 
in pounds would be truly workable. A fictitious pricing in 
dollars might be carried through by converting the quotation 
in lire or pounds into dollars at the mint par or some assumed 
rate of exchange distinct from the actual future rate which 
will really determine the cost in dollars. This sort of thing is 
sometimes done in practice. The discussion of risks of ex- 
change, soon to follow, will bear on this point.] 

The American, the importer, explains the proposed transac- 
tion to his bank and procures from it a sterling letter of credit 
in favor of the Italian house, upon terms to be considered 
presently. Beneath is a specimen of such a letter as it might 
have been written in 1913. 

No. G. C. 0000 Capital, $10,000,000.00 

£1,000. * * * Surplus, $10,000,000.00 

THE HUNDREDTH NATIONAL BANK OF CHICAGO 

Chicago, July 1, 1913. 
The Italian Olive Oil Export Co. 

Genoa, Italy. 
Gentlemen : 

We hereby authorize you to value on the London Joint City and 
Midland Bank, Ltd., Threadneedle Street, London, at sixty days 
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sight for any sum or sums not exceeding in all one thousand pounds 
sterling for account of The American Import Co. for invoice cost 
of olive oil to be shipped to The American Import Co., Chicago, 
IT. S. A. 

The Bills of Lading must be issued to the order of shipper and 
indorsed in blank. 

The Shipment must be completed and the Bill drawn on or before 
December 31, 1913, and the advice thereof (in duplicate) sent to 
The London Joint City and Midland Bank, Ltd., London, accom- 
panied by Bill of Lading and abstract of Invoice, on receipt of 
which Documents the Bills will be duly honored. 

The remaining Bills of Lading with certified Invoices and Con- 
sular Certificates must be sent by the Bank or Banker negotiating 
drafts to The New York Customs Brokers Co., New York, IT. S. A., 
for account of The Hundredth National Bank of Chicago, and a 
certificate to that effect must accompany draft. 

We hereby agree with drawers, endorsers and bona fide holders 
of drafts drawn under and in compliance with the terms of this 
credit that the same shall be duly honored upon presentation at the 
counter of The London Joint City and Midland Bank, Ltd., London. 

Drafts under this Credit must bear upon their face the words: 
Drawn under The Hundredth National Bank of Chicago 
Credit No. G. C. 0000. Dated July 1, 1913 
Respectfully yours, 



Manager of Foreign Exchange Department. 



This instrument may be analyzed into three parts. (1) In 
the first, it confers upon the party in whose favor it runs (in 
this case the party to whom it is addressed), an authority to 
draw upon a given bank on account of a specified commercial 
transaction or set of transactions. (2) In the second, it lays 
down certain requirements regarding the manner of use of the 
credit so conferred. It prescribes the kind (as documentary) 
and length of life of the draft or drafts, and makes clear that 
no draft is to exceed in value the invoice cost of the shipment 
against which it is drawn. It states the limit beyond which 
the total of all drafts must not ascend, in this instance £1,000. 
It demands the presence of certain documents, such as the 
certified invoice, and provides for the disposition of the docu- 
ments. It gives the date of expiry of the credit, after which 
no shipments may be made and no drafts drawn under it, 
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unless it is extended or renewed. (3) The third part of the 
letter contains the engagement of the writer bank that all 
drafts drawn under it and in compliance with its terms shall 
be duly honored. 

One copy of the bill of lading is to remain attached to the 
draft until the latter is presented to the drawee bank for 
acceptance. This copy serves to show the accepting bank 
that the goods have been shipped and the draft is in proper 
order. In the case of all drafts drawn on banks, the instructions 
are documents for acceptance, whether these instructions are 
expressed or implied ; and upon accepting this draft the drawee 
bank will detach the accompanying copy of the bill of lading 
and all other collateral documents. All other copies of the 
bill of lading will be detached by the banker first buying the 
draft and forwarded directly to the "New York Customs 
Brokers Company," this being the fictitious name we have 
chosen for a house engaged in the business of receiving im- 
ported merchandise and clearing it through the American cus- 
toms house, acting as an agent for interested banks or 
merchants. Any bank dealing in foreign exchange in a large 
way will have established relations with such agents at various 
ports of entry or points of transshipment. 

The beneficiary of a credit may exhaust it in one draft, but 
often he is permitted to make partial shipments and draw a 
number of separate drafts. In the latter case it is his privilege 
not to surrender the letter of credit to the banker buying the 
first draft. He needs it to show his authority for subsequent 
drafts. To protect itself against mistaken or fraudulent over- 
drawing, the bank which issues the letter requests every banker 
who buys a draft under it to make a record of the purchase 
in a space provided in the letter for that purpose. Such entries 
will show the progressive exhaustion of the credit. The banker 
who purchases the final draft is required to take up the letter, 
cancel it, and attach it to the draft, from which it will be 
separated by the drawee bank at the time of presentment for 
acceptance. We need not follow its history as a mere docu- 
ment of record from this point forward. 

In our illustration we are assuming that the Italian Olive 
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Oil Export Company ships to the American Import Company 
a consignment of oil sold at a contract price of 10,000 lire. 
Taking the bills of lading, insurance certificate, and other 
documents which originate in this shipment, it prepares a 
sterling documentary bill. Included among the documents will 
be the invoice certified by the local American consul, this paper 
being called for by the letter of credit. It is the Italian Com- 
pany's privilege to draw upon the London Joint City and 
Midland Bank, Ltd., against the shipment, a draft for such a 
number of pounds sterling that the instrument can sell at the 
exchange rate of the day for the 10,000 lire due on account 
of this shipment. 

What the precise market rate of exchange of the day is, 
will be declared by the Italian banker who buys the draft. 
The American bank and the American importer rely upon this 
banker to name a fair rate. The lower or cheaper this rate, 
the larger the number of dollars the American merchant will 
have to pay for his goods in the end. An existing market rate 
is more or less of an established fact, and through regular 
channels of information the American parties have a check 
upon the rate named by the Italian bank. If there were col- 
lusion between the Italian merchant and banker it would 
become manifest, and in any case most foreign banking is 
conducted on too high a plane to make this common or prob- 
able. As a matter of theoretical interest, however, it may be 
pointed out in passing that the draft-buying banker would 
profit by quoting a low buying rate, insomuch as the lower 
the rate, the larger the number of pounds sterling payable in 
London he would obtain for a given outlay of Italian lire, 
whereas it would make no difference to the merchant who 
draws the draft how low the rate might be, since he is entitled 
to draw for enough pounds to net him a predetermined sum 
of lire. The more pounds drawn for, the larger the number of 
pounds the American merchant will have to pay for in the end. 

The Italian exporting company has a 60 days sight draft on 
a London bank to offer. Assume that the rate for this type 
of exchange is 25.10 lire per pound, a rate that might have 
held before the war if not at the time of present writing. The 
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number of pounds of face value of draft required to yield 
10,000 lire to the drawer is calculated simply by dividing 
10,000 by 25.10. This shows that a sum of 10,000 lire is 
398.4 times as great as a sum of 25.10, and that if the drawer 
receives 25.10 lire for each pound of exchange sold he must 
sell £398.4 (or £398 8s.) to obtain 10,000 lire. By the sale 
of this bill the Italian Olive Oil Export Company receives 
payment for its shipment in full in present cash. In ordinary 
course it will have nothing further to do with the progress of 
the draft. 

§ 53. Banking operations involved and the acceptance ac- 
count. — The carrying through of a settlement under a credit 
imposes on the world of banks no small number of financial 
and accounting operations. We shall consider these in connec- 
tion with the present illustration. The simpler cases will then 
need no special attention. Let us begin with 

1. The Draft-buying Bank. — The bank in Italy which pur- 
chases the 60 days sterling draft of the Italian Olive Oil Export 
Company may make one of two possible dispositions of the 
instrument, though the draft (or at least the "first of ex- 
change") will be sent immediately to the London correspondent 
or branch for presentment to the London City and Midland 
for acceptance. (1) The Italian bank is the owner of the 
draft. It may arrange to have it discounted on arrival in 
London for an immediate credit to its sterling balance there. 
(2) But if exchange and money market conditions are appro- 
priate, it may choose a course in some respects quite opposed 
and have the draft withheld from discount with a design to 
collect in London its full face value at maturity instead of 
securing an advance of the lesser sum of its discounted present 
price. The second course of action is called an investment in 
exchange. This is the special subject of a later chapter, and 
our attention shall be confined at present to the case of 
immediate discount. 

As soon, then, as the draft arrives in its domicile city, it will 
be presented by the correspondent bank for acceptance, and 
will then be discounted at the prevailing rate for a bank ac- 
ceptance in the London money market. The proceeds of the 
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discount will then be credited to the deposit carried by the 
Italian bank with its correspondent. 

The correspondent may effect the discount either (1) by 
selling the draft to any dealer or banker who may desire to 
purchase it, that is, by selling it in the "open money market" 
of London, or (2) by buying the draft itself, that is, by itself 
making an advance of its present value to the Italian bank's 
account. It may adopt the latter plan if it happens itself to 
be looking for an opportunity to invest in paper of this char- 
acter, amount, and length of life. It will in this case pay the 
same price as could be procured in the open market. Which 
alternative is selected makes no difference to the remitting 
bank. 

From this point forward the Italian bank has in regular 
course no further concern in the life of the draft itself. We 
have not, however, concluded with the operations imposed on 
this bank by reason of its purchase of the instrument. Every 
purchase of sterling exchange made at the bank's home office 
in Italy means an expenditure of lire there and a gain, immedi- 
ate or deferred, of pounds in the bank's London deposit. Such 
a purchase has, therefore, taken by itself, the effect of trans- 
ferring some of the bank's funds from Italy to London. In 
order to prevent its working capital from being gradually re- 
moved to London, the bank in Italy must in the long run 
manage to sell as much sterling exchange as it buys. For 
sales of exchange have the effect of bringing in money in Italy 
and of reducing the London deposit, that is, the effect of 
making a re-transfer of funds from London to Italy. And 
so we must conceive of each purchase of a sterling draft, 
whether drawn under a letter of credit or not, as involving 
ultimately the countervailing operation of the sale of an 
equivalent amount of sterling exchange by the purchasing 
bank in Italy. Our meaning is, of course, that the total pur- 
chases of sterling for a day must be substantially evened up 
by sales on the same day or very shortly thereafter. Each 
purchase thus theoretically involves a countervailing sale. 
Profits come from a difference between the buying and selling 
rates. (The Italian bank is naturally under an equal necessity 



THE STERLING ACCEPTANCE CREDIT 165 

of buying as much exchange as it sells, if it designs to prevent 
the funds in the London balance from flowing back to the 
home office.) The issue of the letter of credit of our illustra- 
tion means, then, the purchase of sterling exchange by some 
Italian bank and further in regular course a countervailing sale 
of sterling exchange by the same bank upon the Italian market 
for sterling. 8 

2. The Accepting Bank. — In the historical illustration in 
hand, the accepting bank is assumed to be the London Joint 
City and Midland. 

(a) The first event at this bank connected with the letter 
of credit will be its receipt from its American correspondent, 
the Hundredth National of Chicago, of a copy of the letter, 
or perhaps some other form of advice, which will convey full 
information as to what may be expected in the way of a 
draft or drafts to be drawn by the Italian Olive Oil Export 
Company. 

(o) The next event will be the presentment of a draft of 
this exporter to the London Joint City and Midland Bank for 
acceptance. The American bank has represented that ac- 
ceptance will be granted. 4 The London bank has made an 
agreement with the American bank that it will accept drafts 
authorized by it, within the terms of the "acceptance account." 
Thus, acceptance will take place and the date of maturity of 
the draft will fall sixty-three days after the date of the 
acceptance, because of the three days of grace allowed by 
English law. 

(c) In the third place will come the charging of the "ac- 
ceptance account" of the Hundredth National of Chicago. The 
grant of an acceptance account is the extension to some insti- 
tution or house of a right (1) to draw time bills upon the 
grantor for the latter's acceptance, or (2) to authorize others 
to draw such bills; or the grant may be for both (1) and (2). 
Under right (1) so-called "finance bills" are sometimes drawn. 

8 This statement is based on the assumption that the Italian bank 
will desire to have its working balance in London remain at a prac- 
tically steady figure from day to day. There are times of course when 
it will desire to expand or contract its London funds. 

1 Regarding confirmation, see § 48. 
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Under (2) delegations of authority to draw presumably may 
be made only to merchants or exporters. 

To charge a draft to the acceptance account means to make 
a record of its acceptance on the date when this event takes 
place. When the draft is paid at maturity it will be charged 
off the acceptance account, and the amount paid will be im- 
mediately deducted from the cash credit, or balance, of the 
grantee bank, which is obligated to provide the funds for the 
discharge of the instrument. Keeping to the illustration, at 
any moment the record will show the total amount of accept- 
ances outstanding, or the total sum of unmatured drafts upon 
which at one date or another the London bank has become 
liable as obligor, at the request of, or for the account of, the 
American bank. 

Almost always, an acceptance account is granted upon two 
conditions. These are (1) the amount of acceptances out- 
standing at any one time must not exceed a specified limit, 
and (2) the amount outstanding at all times must be protected 
by collateral security. The effect of the first condition is 
either to prevent the grantee bank from drawing or authorizing 
long drafts when this action would cause the total of ac- 
ceptances to ascend above the prescribed limits, or to force 
it to put up cash to cover any such surplus drafts. The second 
condition signifies that the grantee bank must have on deposit 
at all times acceptable securities equal in value to the out- 
standing acceptances (or perhaps exceeding them in value by 
a prescribed percentage as margin). The securities are not 
necessarily physically on deposit with the grantor bank itself, 
but may be placed in the custody of some agent in America, 
such as a trust company, chosen to receive them. The bank 
depositing securities as collateral retains ownership in them 
and receives the interest or dividends which they pay. 

The present writer has reason to believe that acceptance 
accounts are occasionally granted free from one or both of 
the conditions just described. If no formal limit is placed 
upon the total of acceptances, the meaning is not precisely 
that unlimited drawings would be tolerated, but rather that the 
limit is left in the discretion of the grantee bank. Bounds 
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exist but are not expressly defined. The absence of the re- 
quirement of collateral would indicate great confidence in the 
financial strength of the grantee bank. There are, however, 
probably many banks which never grant an acceptance account 
without collateral. The reason for the usual demand for this 
security is readily perceived. The grantor bank becomes un- 
conditionally bound to pay at maturity all the drafts it has 
accepted. It pays them with the expectation that it will be 
reimbursed on the day of payment by the grantee bank which 
has drawn or authorized them. But it is bound to pay without 
regard to whether this reimbursement is actually forthcoming. 
If the grantee bank should fail while acceptances were out- 
standing, the reimbursement would probably not materialize, 
at least not when due. It might be much delayed and then 
be for only a certain fraction of the amount owed. The unim- 
paired cash balance of the failed bank might be insufficient to 
provide the reimbursement. Under these circumstances the 
collateral could be seized and sold. 

Acceptance of a long bill is in one respect unlike the certifi- 
cation (i.e., acceptance) of a sight bill or check. In the case 
of certification, the drawee bank assumes a demand, instead 
of a deferred liability for the account of the drawer, and it 
therefore immediately removes or sequesters from his deposit 
a sufficient sum to discharge the instrument. 

(d) The fourth event at the accepting bank will be the 
payment of the draft at maturity. 

(e) The fifth and last will be the immediately ensuing de- 
duction of the amount thus paid,, from the American bank's 
cash balance or deposit. It is the province of the latter insti- 
tution to see to it that its balance is in a condition to stand 
deductions of this character. 

3. The Credit-Issuing Bank. — The institution which writes 
the letter of credit (in this instance, the Hundredth National 
of Chicago), (1) issues this document at the request of the 
importer and in return for a contract of reimbursement signed 
by him. (2) It receives advices. That is, as the letter is put 
to use and the drafts drawn under it become the acceptances 
of the London correspondent, it receives information as to the 
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amounts and dates of these acceptances. From this it reckons 
the dates of payment and the deductions that will be made 
from its London balance. (3) Next is the collection from the 
importer of a sum of dollars sufficient to purchase sterling 
exchange to cover or repair these deductions (including 
dollars due for commissions) . (4) The final step, theoretically, 
is the purchase in the market of this country by the Hundredth 
National of this sterling exchange and the remittance of the 
same to the London City bank for its account. Practically, 
the actual purchase of the precise lot of sterling required to 
cover the Italian exporter's draft need not be made by the 
Hundredth National, because it has a large volume of sterling 
business every day and its adjusting or balancing purchases 
or sales of sterling will depend on what it needs or desires to 
do about its London account considering the operations of the 
day as a whole. (It should be said that sometimes, however, 
the American importer's contract permits him to hand over to 
the credit-issuing bank a prime banker's sterling bill for the 
specific amount of cover.) 

§ 54. How London assumes the burden of the advance. — 
An "advance," in a commercial or financial sense, is present in 
any transaction where there is a surrender of money or 
money's worth at an earlier time for a repayment or recovery 
of this worth at a later time. An ordinary or "straight" loan 
is an example of an advance, but is only one of a truly sur- 
prising variety of forms of advances that can be found in the 
world of practice. A sale of an article on the installment 
plan involves an advance. 

An advance is of course present in a transaction of foreign 
trade whenever the buyer is allowed to delay payment for a 
period after the consignment of the goods with the carrier. 
The "burden" of the advance is borne by whatever party or 
person it is that gives up present or earlier value to await a 
later return of value. The buyer of goods may delay payment 
and the seller nevertheless take value at the moment of ship- 
ment. If so, the seller does not carry the burden of the 
advance, but he or the buyer has arranged to shift it in some 
manner to a bank or other money-dealer. Sometimes, of 
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course, especially in domestic trade, sellers of goods carry the 
burden of the advance unassisted. 

The presence of an advance does not depend on the time of 
the passing of the legal title to the goods, which may be at 
the moment of shipment or on the occasion of the execution 
of an acceptance or later. Commercially speaking, the dis- 
posal of the legal title during the period of the advance is 
merely a question of security. 

As the reader must have noted, an advance is present in the 
olive oil transaction which we have been following through. 
For the American importer pays for his oil, not when it is 
shipped, not even when it is physically delivered to him for 
resale (under a "trust receipt" most likely — see §57 below), 
but at a set number of days before the maturity in London of 
the sterling time draft drawn under the letter of credit. And 
the importer's delay in payment signifies that some one must 
be taking the burden of an advance. But in our illustration 
this some one is not the Italian or selling merchant, because, 
as we know, he manages to obtain lire for his goods on the 
date of shipment. It is not the Italian bank to which he sold 
his draft, for this institution causes this bill to be discounted 
forthwith in London, and following this up by the sale of its 
own exchange, as already explained, it is thus enabled to make 
a practically immediate recovery of the lire which it has sur- 
rendered to the merchant. The American bank makes no ad- 
vance because it makes no outlay of value until the drafts 
are about to fall due in London, and it provides for this out- 
lay from funds furnished it by the importing merchant him- 
self. Neither does the London accepting bank make the 
advance, for its outlay is delayed until its acceptance matures, 
and then is made from funds provided by the American bank. 

Finally we come to the money lender of London who dis- 
counts the acceptance for the correspondent of the Italian bank 
and holds this paper till maturity. This person or company 
pays out value at the time of purchase of the acceptance and 
waits for reimbursement until its maturity or until a prior 
rediscount. If the bill is transferred one or more times during 
its life a plural number pf money advancers will share the. 
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burden of waiting, each usually making interest at some rate 
for the period during which he has held it. Since the person 
making the advance is generally outside the group of func- 
tionaries more directly concerned with the letter of credit, and 
is in any case a party who voluntarily selects himself, we say 
that the burden of the advance rests upon the "open money 
market" of London. One of the striking features of the system 
of sterling credits is its tendency to shift the burden of vast 
numbers of advances, originating in merchandise traffic in all 
parts of the world, onto the open money market of London. 

However, London does not carry this load without aid. It 
receives much help from the other great money capitals of the 
world. This help is of a negative nature (consisting in a with- 
drawal of part of the load) whenever these other capitals with- 
hold long sterling bills of local origin from discount in London, 
that is, whenever they invest in these bills, as the saying goes. 
If the Italian draft-buying bank of our illustration should in- 
vest in the bill of the Italian Olive Oil Export Company, it 
would assume the role of paying money in advance and await- 
ing a deferred return, and no one in London would have an 
opportunity to play this role. The aid received by the London 
money market is of a positive character if outside countries 
remit funds to that market for employment there in the dis- 
count of bills. The same conditions which will occasion invest- 
ment in long sterling by outside countries will also tend to 
produce a movement of money funds from them to London. 
The conditions are, primarily, (1) a higher discount rate in 
London than in the foreign capitals, and, secondarily, (2) low 
rates (rates of exchange) for sight sterling in the foreign 
capitals. We speak herein of normal times. 

§ 55. The risks of exchange. — A "risk of exchange" is a 
chance taken in connection with some mercantile, stock, bank- 
ing, or similar transaction, involving settlement by means of 
exchange, that the returns or costs may be affected by a move- 
ment of some governing rate of exchange. 

Exports and imports of merchandise or securities sometimes 
involve risks of exchange, sometimes not, depending on the 
methods of settlement adopted. International borrowing by 
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means of drawing long bills on foreign bankers or acceptance 
houses, called "finance bills," and investment in long bills 
always involve a risk of exchange. This statement is not in- 
validated by the fact that an operator may arrange to hedge 
against the risk (compare later chapters on investment, bor- 
rowing, and speculation) . 

In the illustration of the import of oil from Italy, there are 
two risks of exchange, both of which are taken by the Ameri- 
can merchant, the importer. For there are two exchange rates, 
either of which may move after he has contracted to buy oil 
at a fixed price in lire, whose movement will affect his profits, 
by way of affecting the final cost of the oil to him in dollars. 
These rates are (1) that for sterling exchange in lire in Italy 
and (2) that for sterling exchange in dollars in the United 
States. The first becomes determinate when the Italian mer- 
chant "ships and draws" and sells his sterling bill in his coun- 
try at the rate of the day. 

The second is fixed when the American comes, some fifteen 
days before the maturity of this bill, to deliver to the American 
bank enough dollars to purchase a banker's sight draft at the 
rate of the day for the number of pounds required to discharge 
the maturing bill. As regards what we might call the direction 
of the risks, (1) the cheaper sterling exchange turns out to be 
in Italy, the worse for the American, the importer. For the 
cheaper this exchange is, the greater the quantity of it the 
Italian merchant will be compelled to draw, in order to obtain 
the predetermined sum of lire due him, and thus the greater 
the amount of the sterling acceptance for which the American 
merchant will have to provide cover. (2) The dearer sterling 
exchange proves to be in the United States when our importer 
comes to provide cover, the worse for him, because the greater 
the number of dollars the cover will cost. To illustrate, sup- 
pose (1) we take two historical rates as dear and cheap in 
Italy, namely, 25.20 and 25.00 lire per pound; and (2) two 
as dear and cheap in the United States, say, $4.87 and $4.84 
per pound. The best combination for our importer would be 
sterling dear in Italy, therefore at 25.20, and cheap in the 
United States, therefore at 4.84. Assuming a large shipment 
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of oil, as 100,000 lire worth, and disregarding minor expense, 
with this combination the import would cost the American 
$19,206. Thus: 

Amount of 60 day sterling drawn by Italian ex- 
porter (100,000 h- 2550) £3,96825 

Cost of sight sterling to cover this (3,968.25 
X 4.84) $19,206.33 

The worse combination of rates would be 25.00 and 4.87, and 
the result this: 

Amount of 60 day sterling drawn by Italian ex- 
porter (100,000 -5- 25.00) £4,000.00 

Cost of sight sterling to cover this (4,000 X 4.87) . $19,480.00 

There is a difference between the two costs of $274, or about 
iy 2 % of either. The total risk to profits then would not be 
so very great, if the exchange rates concerned were confined 
within substantially the above stated ranges of fluctuation. 
Risks of exchange have been enormous at times in history, 
especially in the cases of paper or silver exchanges against gold, 
and, needless to say, the World War had the effect of vastly 
increasing them all over the world, due to its breaking down 
the stability even of former gold exchanges. 

The risks of exchange in our illustration may be differently 
distributed, but, if this is to be the case, the terms of sale and 
the detail of the method of settlement will have to be altered. 
We shall assume the necessary alterations merely for the pur- 
pose of illustrating further the rules of risk of exchange. It 
is to be understood the conventional thing is for the Italian to 
name his price in lire, but suppose he agrees to sell (freight 
and insurance included) for a designated amount of sterling, 
say, £3,980, with the understanding that this is payable two 
months after shipment in the sense that he is to draw under a 
letter of credit for this sum in 60 day bills. In this case the 
quantity of sterling drawn is determined in advance and in- 
variable. Therefore the American ceases to be concerned in 
the rate for sterling exchange in Italy, because this affected 
him only by affecting the amount of sterling drafts for which 
he had to provide cover. The consequences of this method of 
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making prices and affecting settlement are: (a) The Italian as- 
sumes the first of the two risks of exchange that we have 
been discussing, and the rule is for him, the cheaper the 
sterling is in Italy, the worse for him, this simply because the 
cheaper sterling is, the less the number of lire he finally re- 
ceives for the fixed sterling price at which he has sold his 
commodity. (6) The American, however, still carries the sec- 
ond risk of exchange. 

Suppose the Italian should agree to sell the oil, delivered in 
the United States, for a designated sum of dollars. Under 
any arrangement for his obtaining payment (a sterling credit 
would not be appropriate or feasible here), the consequence 
would be that he would take whatever risks of exchange might 
be involved and the American would take none. 



CHAPTER X 
BANK CREDITS FURTHER CONSIDERED 

§ 56. The importer's contract for the credit and his risks. — 

A letter of credit is itself a contract. The person, who upon 
the faith of it draws or purchases drafts, may maintain an 
action in his own name for breach of contract against the 
writer of the letter in the event that the designated drawee 
(whether the writer bank or some bank it has designated) 
dishonors the drafts by nonacceptance or by nonpayment. 

Consider again the illustration in the preceding chapter. 
An Italian made an export to Chicago under a sterling accep- 
tance credit issued by a bank of Chicago. Perhaps the London 
drawee bank was requested to and did for a commission con- 
firm this credit. Its letter of confirmation, in usual practice 
addressed to the exporter, would constitute a contract on its 
part to accept and pay drafts drawn under and in accordance 
with the terms of the letter of credit. If now this bank did 
refuse to accept an authorized draft, the owner or holder of 
the instrument would have three alternative legal actions open 
to him, (1) an action against the drawee bank on its contract 
to accept, or (2) one against the writer bank on the contract 
constituted by its letter of credit, or (3) with proper protest 
and notice of dishonor, one against the exporter as drawee. 
While this brief statement fails to take account of the varia- 
tions between the laws of different countries and leaves many 
collateral and subsidiary legal questions unanswered, it serves 
to indicate the general nature of the relations set up. 

The consideration for which the letter of credit (itself a 
contract) issues is another contract or series of promises, 
namely, the contract for a letter of credit entered into by the 
importer with the opening bank. The provisions of this agree- 
ment vary in different countries, and to some extent between 
banks in a given country ; and they may be modified in special 

174 
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cases. The form of contract for a credit recommended by the 
Commercial Credit Conference has a length of some 2,000 
words (about five pages of this book). A layman reading this 
contract, or others of a similar model, might conclude that the 
only right left to the importer was the right to make the pay- 
ments due from him, so vigilant are the clauses safeguarding 
the interests of the bank. But of course he has the right to 
receive the shipping documents and goods if he redeems them, 
and a right to receive any surplus yielded by the sale of the 
goods if they have to be sold as collateral because of his de- 
fault in payment. (Such a surplus is in practice a very rare 
thing.) If we spread out the contents of one of these con- 
tracts without assuming to give them a competent legal 
examination, we find something like the following terms and 
conditions: 

1. Terms of Letter of Credit. — The importer explicitly 
agrees to the terms of the letter of credit itself. 

2. Reimbursement. — The importer agrees to pay over to the 
bank what it will be required to pay out under the credit, and 
to do this before the bank will have to make its disbursement. 
In the contract the bank may take the right to demand this 
payment at any time, but the custom is to permit the importer 
to defer it until a short time before the bank's disbursement. 
We need not work out in detail the practical meaning of this 
in each of the several cases or classes of credits. Where the 
draft authorized is to be upon a foreign bank for the account 
of the opening bank (as in our illustration of the olive oil 
import) , the importer will be required to make payment to the 
opening bank in local funds early enough to enable it to buy 
exchange to cover its commitment to the drawee bank. 
(Whether the opening bank actually purchases the specific 
cover is of course a separate question. It probably carries an 
account or balance with the drawee bank, and its actual pro- 
cedure will depend on its exchange "position" in connection 
with this balance. It may already have surplus funds with 
the drawee bank.) If the importer is willing to pay the 
higher price of a telegraphic transfer, he will very likely be 
allowed more time than if he pays only for sight exchange. 



176 FOREIGN EXCHANGE 

3. Commissions. — The importer agrees to pay commissions 
(and also interest where chargeable) . 

4. Pledge of the Goods.— The bank is given a security in- 
terest in the imported goods until they are redeemed through 
payment by the importer. In the Conference form of con- 
tract the importer 

recognizes and admits the bank's ownership in and unqualified right 
to the possession and disposal of all property shipped under . . . 
the credit . . . whether or not released to the importer on trust or 
bailee receipt, and also in ... all shipping documents . . . [and] 
policies or certificates of insurance . . . until such time as all the 
obligations of the importer ... to the bank . . . have been fully 
paid, ... all as security for such obligations. 

5. Additional Collateral. — The bank is given the right to 
demand additional collateral at any time of a value and char- 
acter satisfactory to it, and to sell the existing collateral, i.e., 
the imported goods, if this additional security is not imme- 
diately forthcoming. 

6. Blanket Collateral Clause. — Any properties of the im- 
porter held by the bank, as security for any advance not 
connected with the credit, are available also as security for 
his obligations under the credit. 

7. Power of Sale. — The bank's power of sale over the col- 
lateral is to become effective immediately upon the failure of 
the importer to meet a demand for payment or for additional 
security. In the Conference form it is a power 

to sell immediately . . . without advertisement and without notice 
to the importer ... at private sale or at public auction or at 
brokers' board or otherwise ... for such price or prices and upon 
such terms and conditions as the bank may deem proper . . . and 
to be a purchaser itself at such sale, free from any right of redemp- 
tion. 

Despite the general tone of this (like many legal state- 
ments it is not really so oppressive as it seems to the layman) , 
banks usually are pretty liberal in their dealings with those 
who make imports under credits. Indeed, in the import 
credit business in commodities for which the market has col- 



BANK CREDITS FURTHER CONSIDERED 177 

lapsed, banks have been known to take losses running into 
large figures owing to widespread defaulting by importers. 
8. Risk of Goods. — To quote: 

The users of the credit shall be deemed the importer's agents and 
the importer assumes all risks of their acts or omissions. Neither 
the bank nor its correspondents shall be responsible for the exist- 
ence, character, quality, quantity, condition, packing, or value of 
the property purporting to be represented by documents . . . [or] 
for the validity, sufficiency, or genuineness of documents, even if 
such documents should in fact prove to be in any or all respects in- 
valid, insufficient, fraudulent, or forged. . . . 

The mercantile risk, or risk of goods, is not for the bank 
but wholly for the importer to carry. That is, as between the 
two this holds. The bank is interested in the genuineness and 
sufficiency of the goods and documents, on the one hand be- 
cause it has a stake in the financial welfare of the importer, 
and on the other because it may have to resort to the goods as 
collateral. 

In spite of all that the contract says regarding the bank's 
freedom from responsibility for the character of the shipping 
documents, there can be no doubt the courts would always 
hold it for the exercise of ordinary care, according to the 
usages of banking, in the inspection and acceptance and han- 
dling of the documents. 

Summary. — Setting aside the elements imported into this 
contract from the general collateral agreement, it sum- 
marizes up to this point in the following principal under- 
standings: 

1. The importer agrees to the terms in which the letter of credit is 
written. 

2. The importer must supply the bank with all moneys which it 
becomes obligated to disburse because of the use of the credit and 
do so in advance of the bank's disbursements (thus paying for his 
goods) . 

3. The importer must pay the commissions contracted for. 

4. The bank is given a security title to the goods imported, so 
that they may serve as collateral against the commitments which it 
makes by writing the credit. (The bank would have to pay even if 
the importer should between times suffer complete business failure.) 
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5. The bank has no responsibility for the sufficiency of the goods 
or the related documents except for its duty to act in good faith and 
exercise due care according to banking custom in inspecting and 
accepting the documents. 1 

The bank takes only commissions, and moderate ones, for its 
services and risks (and charges an ordinary rate of interest 
on advances where these happen to figure incidentally in the 
settlement) , and the general design of the most modern credit- 
writing is to throw all risks upon the importer other than the 
risk the bank must take as to his solvency. 

The Banker's Legal Interest in the Goods.— The banker is 
conceded ownership of the goods and is said to have title, 
until the importer redeems them. The bills of lading are 
made to run to the order of the banker or are indorsed to him. 
We do not have here the complete ownership or indefeasible 
title which the layman habitually associates with these words. 
The real substance of the banker's right is the power of sale to 
secure funds for his own payment in the event of default by 
the importer. The banker is accountable for any surplus yield 
of the sale, and the importer is still indebted for any de- 
ficiency. The banker's claim to the goods is prior or superior 
to that of an attaching creditor of either merchant. The 
banker's title is subject to extinguishment by the performance 

1 Further stipulations common in contracts for credits are: 1. In case 
of amendment of the credit by agreement, all provisions of the contract 
are to be applicable to the amended credit. 2. The importer agrees to 
see that any licenses or certificates required by government regulations 
of trade shall be provided with the necessary promptness. 3. The im- 
porter agrees to provide insurance of a character satisfactory to the 
bank. (The shipper may provide the insurance. The bank may insure 
at the importer's expense.) 4. The importer agrees that the bill of 
lading may be of the "received for shipment" type, and that its date 
shall be taken as the date of shipment. (This covenant is sometimes 
altered.) 5. The importer agrees that partial shipments and partial 
drafts may be made, and also that if the credit specifies shipments in 
installments at stated intervals and the exporter fails to make one of 
the scheduled shipments, drafts for subsequent shipments may never- 
theless be honored. (This covenant may be omitted.) 

We have here some indications of the grounds on which, in the 
experience of bankers, importers have most frequently sought to set 
aside an obligation to make good the disbursements of a credit-opening 
bank. 
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on the part of the importer of his obligations. The best name 
for this title seems to be "security-title." 

§ 57. Control and disposal of goods at destination; trust 
receipts. — Our studies to this point have made it evident that 
under most methods of settlement an importer finds his bill of 
lading in the control of some bank at the place of import. It 
may be a bank which has opened a credit at his request. It 
may be a bank which has become owner of a documentary 
draft on the importer himself as drawee. Or it may be a bank 
which in handling this draft is acting as a mere correspondent 
or collecting agent of a foreign owner, whether the exporter or 
some institution that has bought the draft from him. It is 
true where there is a sale on "open account" or where there is 
a documentary-acceptance draft on the importer, the latter is 
able to take the bill of lading and goods as a matter of right 
without obligation to make payment beforehand. But under 
all other standard or usual methods of settlement, the importer 
will be confronted by a bank which, acting for itself or for 
another, is entitled to withhold the control of the goods until 
payment is made, though it may at its option agree to their 
release prior to payment. 

In this discussion, and in the argument of this text gen- 
erally, it should be understood that the word importer means 
a buyer independent of the foreign shipper, and one obligated 
in some manner to effect an actual payment to this shipper. 
Quantities of goods cross international boundary lines or the 
seas without a change of ownership, for the shipper may be 
sending things to his own branch or office, or to a mere factor 
or agent. Such a shipment will of course be an international 
movement of goods, an export from one country to another, 
but its financing and settlement may at times proceed along 
lines not considered in this text. 

To the importer it is generally desirable, and often really 
necessary, to sell the goods first and pay for them afterward. 
The importer's need is to make payment out of the proceeds 
of the sale. The bank controlling the goods is usually ready 
to accommodate itself to this need. Thus there arises what 
may be called the problem of the release of the goods to the 
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importer. The manner of solution is affected by the time of 
arrival of the goods. Sometimes they arrive weeks or even 
months before the date when the importer is contractually 
bound to make payment. This is the case whenever the term 
of the draft, drawn on importer or bank, is much longer than 
the period of transport. 
We may distinguish four principal lines of action: 

1. The banker may merely hand over the documents, the 
bill of lading and the rest, without any special security, taking 
from the importer a mere receipt for them. This is the prac- 
tice at least with some banks where the importer is a person in 
high repute, especially if a regular customer of the bank itself. 
In the instance where the local banker holds the documents as 
the agent of some foreign bank — as is the case when he has 
received a documentary payment draft for collection from 
some foreign correspondent — he may deliver the documents to 
the importer against the latter's mere receipt, even without 
authorization from the corresponding bank. But if he does 
this, or makes any arrangement with the importer not con- 
templated in the documentary instructions, he will act on his 
own responsibility and will have to make good any losses 
which the correspondent might chance to suffer on account of 
this arrangement. With certain firms, nevertheless, some 
bankers are willing at least at times to take risks of this 
kind. 

2. A second plan is to hand the importer the documents in 
exchange for a "trust receipt" signed by him. This instrument 
is called a "trust" receipt although the relation or status it 
sets up is not a real trust in the original and technical sense of 
the law. The importer takes the goods as an anomalous sort 
of agent for the bank. Sometimes a variant form is em- 
ployed, called a bailee receipt. Avoiding precise questions of 
law, the general effect of the trust receipt as usually written is, 
(1) to permit the. importer to obtain the goods and deposit 
them in a warehouse or place of storage acceptable to the 
banker, (2) to permit the importer to arrange for and com- 
plete sales of the same, (3) to require him to bring the pro- 
ceeds of sales as made to the bank to apply to the amount due 
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it on account of the financing of the goods (or commonly to 
apply as well to any other debt due the bank), and (4) to 
preserve meanwhile the paramount claim of the bank upon 
the goods as against any other creditors of the importer. To 
make certain of the last-named object it is important that the 
goods shall be handled in such a way that they can at all 
times be identified and be separated out from any other goods 
(or shall be kept segregated). Beneath is a specimen trust 
receipt: 

Trust Receipt 

Received, upon the trust hereinafter mentioned, from the Inter- 
national Banking Corporation the following goods and merchan- 
dise, the property of said Corporation, specified in the bill of lading 
as follows: 

date vessel marks and nos. merchandise 

and in consideration thereof, I (we) hereby agree to hold said goods 
for the said Corporation, and as its property, with liberty to sell 
the same for its account, but without authority to make any other 
disposition whatever of the said goods or any part thereof (or the 
proceeds thereof) either by way of conditional sale, sale on credit, 
pledge, or in any other manner whatsoever. 

In case of sale I (we) further agree to hand the proceeds, as soon 
as received, to the International Banking Corporation to apply 

against Bill No amount dated 

drawn by accepted by me (us) payable 

and for the payment of any other indebtedness of 

mine (ours) to the International Banking Corporation. 

I (we) agree to keep said goods insured, to their full value, against 
fire, the sum insured to be payable in case of loss to the Interna- 
tional Banking Corporation, with the understanding that the 
Corporation is not to be chargeable with the Storage, Premium or 
Insurance, or any other expense incurred on said goods. 

I (we) further agree that no failure or omission on my (our) 
part to fully carry out any of the provisions of this or any similar 
receipt or agreement shall be deemed a waiver by the Interna- 
tional Banking Corporation of any of its rights or remedies under 
any of said papers, unless said waiver shall be in writing endorsed 
hereon and signed by the International Banking Corporation. 

The International Banking Corporation may at any time can- 
cel this trust and take possession of said goods, or of the proceeds 
of such of the same as may then have been sold, wherever the 
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said goods or proceeds may then be found; and in event of any 
suspension, or failure, or assignment for benefit of creditors, on my 
(our) part, or of the non-fulfillment of any obligation, or of the 
non-payment at maturity of any acceptance made by me (us) 
under any credit issued by the International Banking Corpora- 
tion on my (our) account or of any indebtedness on my (our) part 
to said Corporation, all obligations, acceptances, indebtedness and 
liabilities whatsoever shall thereupon (with or without notice) 
mature and become due and payable. 



Dated. 



The trust receipt cannot be used under the legal systems of 
most countries. Its analogue in many places is a letter of lien 
or letter of guaranty. In purely domestic transactions in the 
United States it is employed in a variety of ways, often where 
the relation between the parties is quite different from that 
between a financing banker and an importer. The trust re- 
ceipt would appear to be a good subject for future uniform 
legislation by the several states. "The trust receipt is used 
for the following purposes: (1) Withdrawal of collateral, such 
as securities, receivables, or merchandise, on which the bank 
has made advances; (2) the exchange of documents represent- 
ing goods in storage (compress tickets, warehouse receipts) 
or in transit (railroad and ocean bills of lading) ; (3) release 
of documents covering imports for the purpose of warehousing, 
selling, or manufacturing them." 2 

3. Under a third plan of handling imported goods after 
their arrival, the bank warehouses them in its own name, and 
arranges for deliveries from time to time to customers of the 
importer as the latter makes sales. Here the bank itself may 
take in the proceeds of each sale, accounting only in the end 

2 Quotation from an informing article on the trust receipt by the 
Division of Analysis and Research of the Federal Reserve Board, in the 
Federal Reserve Bulletin, Jan. 1922, p. 33. 

The legal problems arising out of the use of the instrument are of 
much practical interest, but lie beyond the scope of this book. Dif- 
ferent jurisdictions have different theories of its nature and of the 
relations it sets up. The chief cause of litigation is the struggle of 
creditors or receivers of the importer in this or that set of circum- 
stances to avoid the bank's claim or hen. 
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to the importer for any surplus of these over the debt due 
from him. 

4. In the fourth place, the importer may obtain possession 
of and clear title to the goods, prior to the date of maturity 
of his contractual indebtedness, by the simple method of pre- 
payment of this indebtedness. Prepayment of an amount due 
under an acceptance credit resembles the retirement of a 
documentary-payment draft under rebate of interest or dis- 
count as described in an earlier section (§ 35). 

§ 58. Terms and conditions. — In connection with the export 
of goods there arise many technical problems, such as pack- 
ing, routing, insuring, transshipping, the preparation of con- 
sular invoices and certificates of origin, and the clearing of 
the goods through the customhouses at the ports both of ex- 
port and of import, apart from the problems of the financing 
of shipments or arranging methods of settlement. In the 
handling of foreign commerce, many specialized functionaries, 
quite distinct from the ordinary rail and water transportation 
companies, manage to find employment. Such are resident 
sales agents, manufacturers' export agents, export commission 
houses, foreign freight forwarders, and customhouse brokers. 
With the exception of problems of settling for and financing 
shipments, the special commercial art of export lies beyond 
the field of the present book, but we should realize that 
methods of settlement are likely to be much influenced by the 
intervention of sales or export agents or export commission 
houses, especially the latter. For instance, the merchant in a 
foreign land who wishes to buy an article manufactured, let 
us say, in Detroit, may be able to arrange more satisfactory 
terms by dealing with or through a New York export com- 
mission house than by dealing directly with the manufacturer. 

The principal subjects of a contract of sale between inde- 
pendent importer and exporter are: 

(1) the quantity and quality of the article to be sold (in 
brief, the goods), and (2) the amount and kind of money to 
be paid for these articles (in brief, the price). But there are a 
number of secondary or collateral matters which the contract 
must determine, whether expressly or impliedly, such as: 
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1. The time when the buyer must make payment 

2. The manner or mode in which he shall pay (whether by remit- 
tance or by submission to draft) 

3. The allocation of the incidental costs such as cartage, freight, 
insurance, customs duties, and the like 

4. The allocation of the interest charge for the period of the 
transit of the goods 

By the allocation of these costs or charges we mean their 
distribution between seller and buyer. Charges resting upon 
the seller may be spoken of as "included in the price." The 
elements of the agreement which we here distinguish as 
secondary, are in common speech known as the "terms" of the 
sale. When the seller makes known his demands with respect 
to these matters, he, as we say, states his terms. 

In the list to follow we give the chief terms pertaining to 
time of payment that are familiar to foreign commerce. In 
this list the order is from the strictest to the most liberal of 
conditions. 

Terms and Examples of Appropriate Methods or Settlement 

I. Cash with Order 

Remittance by importer to exporter, in regular practice of 
a sight draft on a bank in the exporter's country. 

II. Cash against Documents at Place and Time of 
Shipment 

1. Remittance as above, but remitted funds held by agent 
of the importer until exporter exchanges shipping docu- 
ments for draft, importer gaining control of documents 
when making payment. 

2. Payment for documents through a bank. 

3. Payment for documents by a commission house which 
advances for the importer the amount thus paid, usually 
against the documents and goods as collateral. 

4. Provision by the importer of a good commercial credit 
with a bank (ought to be satisfactory under terms "cash 
against documents"). 

III. Payment for Documents at Point of Destination 
A. On Arrival of Documents 

1. Sight draft or letter of delegation of exporter on 
importer, with documents attached. 
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2. Sight draft on credit-opening bank in importer's 
country. 

B. On Arrival of Goods (to allow opportunity to inspect 
goods) 

Same as above, except that draft accompanied by 
instructions that presentment for payment be de- 
ferred until arrival and inspection of goods. 

C. Within a Designated Period After Arrival of Documents 

Long draft by exporter upon importer, documents 
attached: if documents for payment, the privilege 
of prepaying usually being understood. 

D. Within a Designated Period After Arrival of Goods 

Same as above, except instructions given to with- 
hold presentment for acceptance until arrival of 
goods. 

IV. Acceptance in Return for Documents Delivered at 
Point of Destination 

A. On Arrival of Documents 

Long draft by exporter upon importer, documents 
attached, documents for acceptance, or time draft 
on a bank. 

B. On Arrival of Goods 

Time draft on importer, except instructions given 
to withhold presentment for acceptance until ar- 
rival of goods. 

V. Sale on Account Current, "Open Account" or "Open 
Credit" 

Periodical remittances by importer to exporter, usually by 
sight draft on a bank in the exporter's country. 

"Cash with order," the least liberal of terms recognized in 
ordinary commercial practice, signifies that the buyer must 
make payment when placing the order with the seller. Prac- 
tically, these terms come to this, the buyer must make pay- 
ment before the seller will act upon or incur any expenses in 
connection with the order. If an exporter who quotes these 
terms has the goods in stock, he declares in effect he will not 
do so much as to pack and deliver them to the transportation 
company without receiving cash in advance. If he does not 
have the goods in stock he will not purchase or assemble them 
without prepayment, or if a manufacturer, he will not start 
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them in process or assume any costs of production without 
prepayment. The terms "cash with order" are very burden- 
some to the foreign buyer, first, because they require him to 
find cash or lock up funds a considerable time before he can 
realize upon the goods (whereas what he likes best is to pay 
for the goods out of the amount he realizes from their sale), 
and, second, because they require him to repose a maximum of 
unrequited confidence in the exporter, for he must trust to the 
latter to pack properly and ship within a reasonable time the 
right kind and quantity of article. In many countries an 
importer considers that he has a right to inspect the goods 
at destination before even committing himself to the extent of 
an acceptance. Nevertheless, no doubt, some foreign buying in 
a small way takes place under the terms "cash with order." 

The phrase "cash against documents" signifies that the im- 
porter, whether acting for himself or through an agent, will 
be required to make payment before the shipping documents 
are surrendered to him, or his agent or banker. But the prac- 
tical force of the phrase remains uncertain, unless it is supple- 
mented with an understanding as to the place where the 
importer is to make this payment and take up the documents. 
This might be the point of origin, the port of export, the port 
of import, or the place of destination when this is distinct from 
the port of import, but in the great majority of cases where 
terms are quoted merely as "cash against documents," the 
place of taking up the documents is understood to be the place 
of export. Thus, speaking of a quotation from the United 
States, we might have "cash against documents in New York" 
or "cash against documents in Detroit," or some other interior 
point of origin. 

Under the terms "cash against documents," the exporter 
buys or manufactures the goods, packs them and makes de- 
livery to the transportation company, before receiving pay- 
ment. Thus, except in cases of fraud or mistake, the importer 
makes no disbursement until the wares are in existence and 
under way to him, and the shipping documents are under his 
control, or the control of a bank representing him. The ex- 
porter makes all his expenditures connected with the transac- 
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tion, before he receives payment, but he does not give up the 
shipping documents before collecting payment. The stipula- 
tion of "cash against documents" is fairly common but is not 
regarded as very liberal in foreign trade. 

The terms quoted by exporters with respect to incidental 
charges (not speaking of economic interest on capital) most 
common in practice are: 

F. 0. B. or "Free on Board" 

F. A. S. or "Free Along Side" 

C. I. F. or "Cost, Insurance, and Freight" included in the price 

C. F. or "Cost and Freight" included 

Franco Domicile (a European expression: see text) 

In an effort to set up standardized meanings for these terms 
and their several variants, a conference of a number of im- 
portant organizations 3 was held in India House, New York 
City, on December 16, 1919. The following comprises some 
of the recommendations of this body: 



When the price quoted applies only at inland shipping point and 
the seller merely undertakes to load the goods on or in cars or 
lighters furnished by the railroad company serving the industry, or 
most conveniently located to the industry, without other designation 
as to routing, the proper term is: 

F. 0. B. (named point). 

For example: F. 0. B. St. Louis, or F. 0. B. Pittsburgh. Few 
importers agree to buy under these terms, states Rosenthal. 4 
Under this quotation: 

A. Seller must 

1. Place goods on or in cars or lighters 

2. Secure railroad bill of lading 

3. Be responsible for loss and/or damage until goods have 
been placed in or on cars or lighters at forwarding point, 

3 National Foreign Trade Council, Chamber of Commerce of the 
U. S. A., National Association of Manufacturers, American Manufac- 
turers Export Association, Philadelphia Commercial Museum, American 
Exporters and Importers Association, Chamber of Commerce of the 
State of New York, New York Produce Exchange, and the Merchants 
Association of New York. 

* In his Technical Procedure in Exporting and Importing, p. 4. 
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and clean bill of lading has been furnished by railroad 
company. (A "clean" as opposed to a "foul" bill of lad- 
ing is one without any notation to the effect that the goods 
or packages are in any way damaged or imperfect.) 
B. Buyer must 

1. Be responsible for loss and/or damage incurred thereafter 

2. Pay all transportation charges including taxes, if any 

3. Handle all subsequent movement of the goods 

II 

When the seller quotes a price including transportation charges 
to the port of exportation without assuming responsibility for the 
goods after obtaining a clean bill of lading at the point of origin, 
the proper term is: 

F.O.B. (named point) Freight Prepaid to (named point on the 

seaboard) 

Here 

A. Seller must 

1. Place goods on or in cars or lighters 

2. Secure railroad bill of lading 

3. Pay freight to named port 

4. Be responsible for loss and/or damage until goods have 
been placed in or on cars or lighters at forwarding point, 
and clean bill of lading has been furnished by the rail- 
road company 

B. Buyer must 

1. Be responsible for loss . . . incurred thereafter 

2. Handle all subsequent movement of the goods 

3. Unload goods from cars 

4. Transport goods to vessels 

5. Pay all demurrage and . . . storage charges 

6. Arrange for storage in warehouse or on wharf where 
necessary. 

Ill 

Where the seller wishes to quote a price, from which the buyer 
may deduct the cost of transportation to a given point on the sea- 
board, without the seller assuming responsibility for the goods after 
obtaining a clean bill of lading at point of origin, the proper term is: 

F. 0. B. (named point) Freight Allowed to (named point on 

seaboard) 
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IV 

The seller may desire to quote a price covering the transportation 
of the goods to seaboard, assuming responsibility for loss ... or 
damage up to that point. In this case, the proper term is : 

F. 0. B. Cars (named point on seaboard) 

Here the buyer must " (2) unload goods from cars, (3) handle 
all subsequent movement of the goods, (4) transport goods to 
vessel," etc., etc. 



The seller may desire to quote a price covering delivery of the 
goods alongside overseas vessel and within reach of its loading tackle. 
In this case the proper term is: 

F. A. S. vessel (named port) 

VI 

If the seller wishes to quote a price inclusive of expenses of de- 
livering the goods upon the vessel and is willing to assume the risks 
up to this point, the proper term is: 

F. 0. B. vessel (named port) 

VII 

If the seller goes further and offers to pay transportation to a 
foreign port of delivery, he may quote his price 

C. & F. (named foreign port) 

Here 

A. Seller must 

1. Make freight contract and pay transportation charges suf- 
ficient to carry goods to agreed destination 

2. Be responsible for loss ... or damage until goods have 
been delivered alongside the ship and clean ocean bill of 
lading obtained (seller is not responsible for delivery of 
goods at destination) 

B. Buyer must 

1. Be responsible for loss . . or damage thereafter and must 
take out all necessary insurance 

2. Handle all subsequent movement of the goods 

3. Take delivery and pay costs of discharge, lighterage and 
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landing at foreign port ... in accordance with bill of 
lading clauses 
4. Pay foreign customs duties and wharfage charges, if any. 

VIII 

If the seller wishes to go still further and include in the price 
the marine insurance to the port of destination, in addition to the 
"costs" and freight, he quotes 

C. I. F. (named foreign port) 

Under this quotation the division of risks as to loss or dam- 
age is understood to be the same as under the terms "C. & F." 
as stated immediately above. 

IX 

The meaning of the expression "franco domicile" (roughly free 
of charges to your place of business) is that the wares are to be 
delivered by the seller, for the price quoted, at the very place of 
business of the buyer in the city of destination. 

§ 59. Some problems of the administration of credits. — 

There are a number of problems met with in the administration 
and interpretation of credits which call for some comment in 
a treatise of the present character. In the first place, good 
banking practice requires that not too much of the material 
from the agreement of sale shall be introduced into the letter 
of credit. The agreement of sale — usually consisting of the 
order for the goods and its acceptance and any incidental let- 
ters or telegrams — is, it must be emphasized, an entirely dis- 
tinct contract from the letter (or telegram) of credit. Thus, if 
the exporter meets the conditions of the credit, he is entitled to 
receive payment or have his drafts honored whether or not he 
has met such conditions in the agreement of sale as are not 
incorporated in the credit. Through inadvertence or mistake, 
through carelessness or bad faith, the exporter might violate 
the agreement of sale and yet present documents to the bank 
which are in accord with the requirements of the credit or 
which, at any rate, after a reasonable scrutiny appear to be in 
accord with it. The bank may then honor his draft. This 
will bind the importer to make the reimbursements agreed 
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upon even though the contract of sale has been broken. If 
there are two banks involved, (1) the paying or draft-honoring 
bank, and (2) a separate credit-writing bank, the latter bank 
will be bound to make the reimbursements agreed upon and 
the importer will in turn be bound similarly to it. 

Thus, whenever an exporter is furnished with a bank credit, 
the importer reposes in him a very considerable degree of un- 
requited trust, for the importer may be put in a situation 
where he has to pay for the goods without getting what he 
really ordered or without getting it within the proper time 
limits. This is, of course, summarized by saying that the im- 
porter takes the "mercantile risk." The writing of credits by 
banks, and their administration, rests on the basic principle 
that the banks do not take this risk, although, to be sure, 
banks are sometimes heavy losers on goods, pledged to them 
as collateral, for which the market has broken and along with 
it the importer ! 

To protect himself, the importer has a natural desire to in- 
troduce into the credit as full a description of the goods as 
possible, and generally to fill the letter with subject-matter 
from the contract of sale. In his very interesting chapter on 
this topic, Ward presents two illustrations which we cannot 
forbear quoting. 5 

A particularly striking example of the insertion of a detailed 
description of the merchandise is afforded by the following cabled 
credit, sent to its American correspondent by an Italian bank at the 
behest of an Italian buyer . . . : 

Open credit No. 000 favor American Rubber Export Company ao 
count Italian Rubber Import Company up to $12,000 including freight, 
insurance covering 3,000 kilos brown rubber as follows, No. 30 — 450 
warps of 23 threads each; No. 34 — 300 warps of 10 threads each, 450 
of 14, 900 of 20; No. 40—750 warps of 14 threads, 1,200 of 20, 300 of 
23, 450 of 30, 300 of 33; No. 44-H150 warps of 18 threads; No. 52—300 
warps of 23 threads each, 600 of 28; total 6,450 warps— shipment as 
soon as possible in two or three steamers. 

The Italian buyer, says Ward, must have had the idea that 
the American bank would examine the rubber before paying 
for the shipping documents. 

6 Wilbert Ward, American Commercial Credits, Chap. XIV, "Protec- 
tion of the Mercantile Risk." 
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Undoubtedly he must have cherished a mental picture of the 
commercial credit department of the American bank taking a holi- 
day on the waterfront . . . and plunging joyously into the packing 
cases containing the 3,000 kilos of brown rubber, sedulously separat- 
ing the 6,450 warps into neat heaps, graded according to the number 
of threads, and then repacking them — all for Ys% commission, which 
is to say, $15. 

Another quotation from the same source illustrates a similar 
point. 

Sometimes the buyer concentrates his passion for detail on the 
shipping documents. A recent Scandinavian credit reflecting an 
effort of this character read: 

Please open credit No. 000 for account of Danish Import Company 
in favor of American Export Company for about $3,900 plus discount 
and stamp ninety days against draft at 90 days sight and delivery of 
clean full set bills of lading endorsed in blank, official certificates of 
inspection for quality, insurance certificate, copy of provisional invoice 
for about 500 quarters of 480 pounds per quarter Number 2 Western 
Rye 2 per cent, more or less, at a price of $35.75 per 1,000 kilos c.i.f. 
Hamburg for shipment per SS "Mary Ann" or "Sarah Ann" from North 
American Atlantic and/or Canadian port, freight deducted if not pre- 
paid, shipment in good condition, bills of lading to be made out to 
order and must read "received on board" or words to that effect, "not 
received for shipment," dated November/December 1921; the insur- 
ance must cover invoice amount plus at least 2 per cent profit, in- 
surance Lloyds conditions and including London American Trade 
Association F. P. A. clause and usual Harter Act clauses. 

. . . "If stipulations of this character are to be permitted to 
appear in commercial letters of credit, no banker will feel free 
to make a payment or negotiate a draft until he has enlisted 
the cooperation of a trade advisor and fortified himself with 
an opinion from counsel. . . ." e 

American paying banks undertake that "documents will be exam- 
ined with care sufficient to ascertain whether on their face they 
appear to be regular in general form." This, it will be recalled, 
is a greater responsibility than they are called upon to assume by 
the terms of the customer's agreement to reimburse. 7 

If the importer cannot trust the exporter, the best plan open 
to him to obtain some measure of protection is not to seek 
impossible services from the banks but to see to it that the 

8 Ibid., p. 213. * Ibid., p. 214. 
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letter of credit requires an inspection certificate to be present 
among the shipping documents, that is, a certificate by some 
designated inspecting concern. Naturally, this remedy is by 
no means always practicable. A requirement that the exporter 
shall personally execute a formal certificate that he has com- 
plied with the contract of sale and present the same with the 
documents, is recommended by Ward as having considerable 
utility. 

An importer may receive the very goods he ordered, and 
receive them in good condition, and yet they may come to 
hand too late. The time limits set by the agreement of sale 
are usually of the greatest consequence. With respect to the 
need to receive the goods within a certain time, the importer 
can protect himself to a degree by the wholly legitimate re- 
quirement in the credit that the documents must be presented 
on or before a designated day and that the bill of lading must 
bear a date not later than a certain day. But goods may be 
consigned under a "received for shipment" (as contrasted with 
a "received on board") bill of lading, and lie for days or 
weeks before being moved. We go no further with these prac- 
tical details except to quote the stipulations which are incor- 
porated in every "Conference" letter of credit unless the 
contrary is expressly provided. Thus: 

A. (1) Railroad export and forwarders' bills of lading will not 

be accepted. 
(2) Ocean bills of lading permitting transshipment will be ac- 
cepted. 

B. (1) Bills of lading shall contain no words qualifying the ac- 

ceptance of shipments in apparent good order and condi- 
tion. 

(2) "Received for shipment" or "alongside" bills of lading will 
be accepted and the date thereof taken to be the date of 
shipment, and in this case insurance shall cover the ship- 
ment from such date of shipment and on whatever vessels 
carried. 

(3) When "on board" shipment is required and such shipment 
is represented by an "on board" bill of lading, the bill 
of lading date will be taken as the date when such ship- 
ment was effected; if evidenced by "on board" endorse- 
ment, the endorsement date will be so taken. 
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(4) Any extension of the date of shipment shall extend for an 
equal length of time the date for presentation or negotia- 
tion, and vice versa. 

C. The term "insurance" shall be construed as including under- 
writers' certificate of insurance. 

D. A shipment for any part of the specified property may be 
drawn against if the pro rata value can be verified. 

E. If shipment in instalments within stated periods is specified, 
and there is a failure to ship in any designated period, ship- 
ments of subsequent instalments, made in their respective" 
designated periods, may be drawn against. 

F. When the indicated expiration date for presentation or nego- 
tiation falls upon a Sunday or legal holiday, the expiration is 
extended to the next succeeding business day. 

G. Presentation must be made during the usual banking hours. 

H. The terms "prompt shipment," "shipment as soon as possi- 
ble," "immediate shipment" or words of similar import shall 
be interpreted as requiring shipment to be effected within 
thirty days; and if no date for presentation or negotiation is 
stated, such presentation or negotiation must be made within 
thirty days from the date of the Credit or advice. 

I. Documents representing more than the specified quantity of 
property may be accepted in the discretion of the paying or 
negotiating bank without thereby binding the buyer to accept 
or pay for such excesses but payment shall be limited to the 
sum named in the credit or advice. 

J. The terms "approximately," "about," or words of similar im- 
port, shall be construed to permit a variation of not exceed- 
ing ten per centum from the named sum or quantity. 

K. Drafts drawn without recourse will not be honored. 

L. Definitions of Export Quotations will be those adopted . . . 
at [the] conference held in India House, New York, on Decem- 
ber 16, 1919. 

§ 60. Additional uses of acceptances. — In the United States 
the power of a regional central or Federal Reserve bank (a) 
to rediscount accepted bills for its member banks, 8 and also 

8 To "discount" = to buy or sell a note or bill for a price deter- 
mined by a discount rate quoted by the buyer to the seller. To "redis- 
count" = to discount a note or bill that has once before changed 
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(b) to purchase such instruments in the "open market," and 
again the power of a national bank to accept time bills drawn 
upon itself, are controlled by the Federal banking laws and by 
the regulations of the Federal Reserve Board issued there- 
under. The Federal Reserve Act, as it now stands, provides 
in § 13 that 

Any member bank may accept drafts or bills of exchange drawn 
upon it having not more than six months sight to run . . . 9 which 
grow out of transactions involving the importation or exportation of 
goods; or which grow out of transactions involving the domestic 
shipment of goods, provided shipping documents conveying or secur- 
ing title are attached at the time of acceptance; or which are 
secured at the time of acceptance by a warehouse receipt or other 
such document conveying or securing title covering readily market- 
able staples. . . . 

Any member bank may accept drafts . . . having not more than 
three months sight to run . . . drawn under regulations to be pre- 
scribed by the Federal Reserve Board by banks or bankers in foreign 
countries or dependencies or insular possessions of the United States 
for the purpose of furnishing dollar exchange as required by the 
usages of trade. . . . 

These quotations from the American statute afford a truly 
good conspectus of the proper uses of bank acceptances. We 
have already gained an acquaintanceship with some classes of 
these instruments which, in the language of this statute, "grow 
out of transactions involving the importation or exportation 
of goods." It remains to examine certain other kinds which 
exemplify this same or the other categories of the law. 

1. The Drawing of a Time Bill on a Bank by an Exporter 
Against His Trade Bill and Documents as Collateral. — The 
right of the exporter to draw a long bill on a bank, as it has 

hands or been bought and sold. An "acceptance'' here = an accepted 
bill or draft. A "member bank" = a bank holding stock in a Federal 
Reserve bank, carrying a balance with it (which counts as the legal 
and the only legal cash reserve of the member bank), and having the 
right to rediscount with it and borrow from it on acceptable collateral. 
9 The legal power of a national or any other bank (a) to make ac- 
ceptances, must not of course be confused with the very distinct thing, 
(b) its power to buy or discount the acceptances of others. The second 
of these powers the national banks have had from the beginning of 
their history. 
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been known to us heretofore, has been one arranged for by 
the importer. But where the importer does not agree to pro- 
vide such a right, the exporter may take steps of his own, at 
his own bank or a bank in his vicinity, to secure a similar 
privilege. When the importer arranges the bank credit, the 
exporter draws a bill on a bank instead of a bill on the im- 
porter, but in the case now to be taken up, he draws both a 
bill on a bank and a bill on the importer. The case is really 
one of the four principal arrangements under which a bank 
may take over an exporter's draft on the importer, and is 
best explained by showing its position in this group. 

Four Methods op Handling a Trade Bill 

1. Outright purchase of the draft 

2. Receipt of the same for collection only 

3. Receipt for collection coupled with a loan or advance against 
the draft and documents as collateral 

4. Receipt for collection coupled with a grant of the right to 
draw a long bill against the expected collections as cover 

1. An outright purchase is an exchange by the bank of a 
sum of present cash in full consideration for the right to collect 
for itself all money forthcoming from the draft. (It is not 
necessary that the bank surrender its right of recourse upon 
the drawer to constitute the transaction a purchase.) 

2. A bank taking a draft for collection becomes the agent 
of the holder or depositor of the instrument, acquires authority 
to receive the sum due upon it, and becomes charged with the 
duty to account to the depositor for this sum, or the proceeds 
of it after appropriate operations in exchange. Here the ex- 
porter receives nothing until the proceeds of the collection are 
returned, and the bank has no power to seize and sell the 
merchandise collateral in its own behalf and has no right of 
recourse upon the exporter as drawer. 

3. Against the receipt of a draft (or a letter of delega- 
tion 10 ) for collection, the bank may make the exporter a loan 

10 A letter written by an exporter delegating to a banker the right to 
collect from the importer (usually upon handing over the documents to 
him), used in place of a negotiable draft ordinarily with the purpose 
of avoiding a tax which would fall upon such a draft. 
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of a certain proportion of the expected returns, charging in- 
terest according to the amount and period of this advance, and 
holding the claim against the importer, and also the merchan- 
dise, as collateral security. 

4. Finally, against the placing of a draft (or letter of dele- 
gation) with it for collection, the bank may grant the exporter 
the right to draw a long bill upon itself for its acceptance. 
The idea is that the exporter may enter the open market to sell 
the accepted bill thus created, and so procure the present cash 
for which he nearly always feels a need. 11 

The term of the new bill — the one which the bank accepts — 
should be long enough to make certain that under ordinary 
conditions the returns from the draft on the importer will 
arrive in time to provide for its discharge at maturity. These 
returns are, in other words, counted upon to furnish the cover 
for the acceptance. Acceptances of this particular class do 
not call for the issue of letters of credit. 12 

2. The Drawing of a Time Bill on a Bank by an Importer. 
— Every type of a time draft on a bank to finance an inter- 
national shipment, heretofore encountered in our studies, has 
been drawn by the exporter. But it is possible for an importer 
to draw such a draft (the drawee bank being one in his own 
country). For an example, suppose that some foreign mer- 
chant agrees to ship goods to a New York importer against 
the latter's undertaking to honor a documentary bill to be 
drawn upon him. This might be a sight or a time bill; and 
if a time bill, the documents might be "for acceptance" or "for 
payment." Let us assume it is a 30 days document-payment 
bill. It will, after being created, make its appearance one 
day in New York in the possession of some collecting bank. 
Now, to procure the funds necessary to pay or repay this draft, 
the importer may make arrangements to draw a time bill on 
some New York bank. This, after acceptance, he will sell in 
the local money market, i.e., sell to any house or institution 

11 This proceeding is sometimes called "refinancing" an export. 

12 London bankers long ago began the practice of granting English 
exporters acceptances against their drafts on importers in outlying 
countries. 
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in New York that cares to discount it. The importer will have 
to execute an agreement with the accepting bank, (a) to put 
this bank in funds in due time to discharge its acceptance at 
maturity, (b) to pay its commission, and (c) to let it have the 
shipping documents and imported goods as collateral security. 
The term of life of this secondary, or "refinancing," draft, the 
one on the New York bank, should not be overlong but may 
cover a reasonable period to run between the time of payment 
for the imported goods (by discharge of the draft on the im- 
porter) and the time of their resale by the importer. For a 
part of this period, normally, the goods will be under transport, 
and for another part in storage at destination. The importer 
hopes to get the funds for the discharge of the bank acceptance 
from the proceeds of the resale. It should be unnecessary to 
repeat for this case the argument to show that the real financ- 
ing is provided by the house that buys the acceptance, and not 
by the acceptance bank which (unless it becomes the buyer 
of its own acceptance) only lends the strength of its name in 
return for a commission. 

For this type of acceptance, no letter of credit need be 
written. Such an acceptance is construed to be one which, in 
the words of our statute, "grows out of a transaction involving 
the importation ... of goods." 

A variant form of this operation may arise where our im- 
porter has to pay cash against documents in the foreign port. 
To find funds to make this payment he draws, as in the pre- 
ceding instance, a time bill on a local bank. To secure this 
bank for the period to elapse before the shipping documents 
will arrive in New York, he may place with it any type of 
collateral acceptable to it. A certificate that the acceptance is 
made to facilitate an import of goods may be made to show 
that it is legally of an authorized type, and also that it be- 
longs to a class of paper eligible for rediscount at the Federal 
Reserve Bank. 

3. Bankers' Acceptances for the Financing of Domestic 
Shipments of Goods. — To finance a shipment does not mean 
to pay the freight and other costs of transport, but of course 
to assume (or in a more liberal sense to lend one's name to 
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facilitate the assumption of) the burden of the lockup of 
capital in the goods during the time of their transport and 
often also during a certain subsequent time allowed for their 
resale by the buyer. Bank acceptances, including those which 
necessitate the issue of letters of credit, are used extensively 
in domestic trade in ways that are fundamentally the same 
as those of foreign trade. 13 (Sometimes, in this and other 
countries, a seller in a domestic transaction demands a bank 
credit for the chief purpose of "binding" the buyer effectively 
to the agreement of sale. Such a credit may provide for a 
time draft.) 

4. Acceptances for the Financing of the Storage of Staples. 
— Under our Federal statute, national bank acceptances to 
carry goods in storage 14 are lawful when secured at the time 
of acceptance by warehouse receipts covering readily market- 
able staples and when generally in conformity with the various 
requirements of the statute and of the regulations promulgated 
thereunder. 

We shall avoid opening up the large subject of the types and 
maturities of paper, commercial and agricultural, which the 
Federal Reserve law permits to be created, to be rediscounted 
and to be used as collateral for loans from the Federal banks, 
to be purchased by these banks in the "open market," and to 
be used as a basis for note issues. There are presented below, 
however, a few selected rulings of the Federal Reserve Board 
upon drafts drawn against the collateral of goods in storage; 
this to indicate something of their character. 

XIII — E, 410. Acceptance of drafts drawn abroad and secured 
by foreign warehouse receipts. — A draft drawn abroad, payable in 
the United States in dollars and secured by a warehouse receipt 
covering readily marketable staples stored in a warehouse located in 
a foreign country, is eligible for acceptance by a member bank and 

13 We do not attempt to cover the whole field of acceptances. For 
instance, nothing is offered here on the operations of such a concern 
as the General Motors Acceptance Corporation in connection with the 
sale of automobiles on the installment plan. 

14 And, under the construction placed on the statute by the Federal 
Reserve Board, member state bank acceptances where the state law 
permits. 



200 FOREIGN EXCHANGE 

after acceptance is eligible for rediscount by a Federal Reserve bank 
under the provisions of § 13, . . . 

XIII — E, 411. A draft secured by a warehouse receipt should 
not be considered eligible for acceptance unless the goods covered by 
the warehouse receipt are being held in storage pending a reasonably 
immediate sale, shipment, or distribution into the process of manu- 
facture. A draft which is drawn to carry goods for speculative pur- 
poses or for an indefinite period of time without the purpose to 
sell, ship, or manufacture within a reasonable time is not eligible 
for acceptance. Such a draft would be merely a cloak to evade the 
restrictions of § 5200, R.S. 

XIII — E, 412. Drafts secured by warehouse receipts covering 
automobiles or automobile tires. — Since automobiles or automobile 
tires can not be properly considered readily marketable staples as 
that term is used in § 13, a draft secured by a warehouse receipt 
covering an automobile or automobile tires is not eligible for ac- 
ceptance by a member bank. This conclusion, however, does not 
prevent a draft being eligible for acceptance when there is attached 
at the time of acceptance a bill of lading covering an automobile 
or automobile tires in the process of shipment. 

XIII — E, 401. Warehouse receipts securing eligible acceptances 
must be issued by warehouses which are independent of the bor- 
rower, — Where a corporation which issues warehouse receipts is 
formed as a subterfuge for the purpose of evading this requirement, 
such facts should be taken into consideration in passing upon the 
eligibility of drafts secured by such warehouse receipts. If the 
borrower exercises control over the corporation issuing the ware- 
house receipt so as to give him control over the goods in storage, the 
organization of the corporation is a subterfuge. In order that the 
warehouse receipts may be sufficient, the corporation issuing such 
receipts must be organized in good faith as an independent corpora- 
tion. 15 

§ 61. Acceptances to "create dollar exchange." — There are 
many places in the world where merchants carry on a con- 
siderable trade with the United States and consequently buy 
and sell exchange on this country, where, nevertheless, the 
market for this exchange is highly irregular. Such a market 
shows from time to time great inequalities between the supply 
of and demand for dollar drafts. Thus, when there arrives at 
some Latin American port a steamer from the United States 

15 Digest of Rulings of the Federal Reserve Board, U. S. Government 
Printing Office, 1928, pp. 69 and 71. 
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bearing considerable quantities of goods sold there, a great 
many drafts originating in the United States and drawn on the 
local importers will be presented for payment. These drafts 
will be drawn in dollars, at least most of them (compare § 38, 
"The Foreign Draft in Home Money") , and the drawees will 
be compelled to come into the local market in a body to buy 
return or "cross" drafts in the form of New York or other 
United States exchange. The arrival of this steamer does not 
serve to bring into being at the instant any noticeable supply 
of dollar exchange, and so there is produced for the time being 
a badly unbalanced market, one in this case suffering from 
a large excess of demand. If the local banks carried relatively 
great balances in New York, they might be able to sell sight 
drafts on that city in sufficient volume to meet the needs of 
the occasion, so as to keep the price of this exchange in local 
money from rising to an inordinate figure and so as to keep 
down the requests of the local importers for delay. They 
might do this, though at the time they were unable to pur- 
chase much of such exchange locally. But, in fact, they cannot 
afford to keep such large balances in New York, because this 
would mean the placing of too large a portion of their banking 
capital or funds in a foreign monetary center and out of use 
at home. 

If, now, the Latin American banks of our illustration can 
arrange to draw time bills on banks in the United States for 
the acceptance of these banks — bills at 60 or 90 days sight — 
they can meet the temporarily expanded or exaggerated de- 
mand for dollar exchange without overdrawing their demand 
deposit accounts in the United States. Suppose one of them 
draws a 60 days bill on a New York bank for $10,000. This 
instrument discounted on arrival in New York at, for example, 
4% would fetch a sum of present cash of $9,934. Suppose then 
the Latin American bank arranges for such a discount. It 
will have the proceeds credited to the balance which it carries 
with its New York correspondent, and this credit can be real- 
ized immediately upon the arrival of the time bill. The bank 
will thus be enabled to supply its home market with sight 
drafts on New York up to the limit of $9,934. These drafts 
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can be sold on the day of drawing the time bill, because they 
will not reach New York by mail any earlier than it does. It 
will provide prompt "cover" for them. 

Such a time draft as we describe becomes a New York 
bank's acceptance and will be an example of the "acceptance 
to create dollar exchange." We consider now (1) the right or 
power of our banks to permit such drafts and to place their 
acceptances upon them, (2) the question of collateral security 
against the acceptance liability, and (3) the question of cover 
or reimbursement. 

The statute permits our banks to make acceptances of this 
character, under regulations to be promulgated by the Federal 
Reserve Board, where these acceptances are "required by the 
usages of trade." The Board has refused to permit accept- 
ances of this kind for drafts drawn in England or France. 
It has given permission for drafts drawn in Australasian 
regions, in the Dutch East Indies, and in practically all coun- 
tries of South and Central America. A member bank must 
make an individual application to the Board for its right to 
grant such acceptances. An acceptance of this type is what 
is known in a legal way as an "accommodation" acceptance, 
and all commercial-credits acceptances are in the same legal 
category. 

The accepting bank becomes unconditionally bound to pay 
the draft at maturity. What is to happen if the drawing bank 
fails to put the acceptor in funds to make this payment? The 
payment must be made nevertheless. Hence, the need of col- 
lateral security is apparent. The accepting bank which de- 
mands no collateral simply carries an unsecured risk. It may 
be justified at times in doing this. 16 Presumably it will vir- 
tually always require the placing with it, at the time of accept- 
ance, of adequate and acceptable collateral which will not be 



18 As the law and regulations stand at present writing, no "member" 
bank can accept unsecured dollar-exchange drafts for any one bank 
in excess of 10% of its (the accepting bank's) paid up and unimpaired 
capital and surplus. Also, no member bank may accept dollar-exchange 
drafts in an aggregate amount exceeding one-half of its paid up and 
unimpaired capital and surplus. 
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released until the drawing bank has provided cover, and which 
can be sold if it fails to provide it. 17 

When the Latin American bank draws the time bill, it does 
not at the moment possess the requisite dollar cover. This is 
the very reason why it resorts to the drawing of the time bill. 
However, it anticipates within the term of life of this draft, 
the gradual accumulation, through local purchases from com- 
mercial sources, of exchange on New York sufficient to provide 
the cover. Or, in part, the cover may be gathered in from 
more distant places. Thus the plan works out to this result: 
a concentrated demand in the local Latin American market 
for exchange on the United States is offset by supplies gradu- 
ally accumulated during a period of from one to three months, 
the term of a time bill. The aid afforded by these acceptances 
to prevent in certain foreign centers the temporary but in- 
ordinate rise of dollar exchange is rightly held from our coun- 
try's point of view to be well worth while. It is not to the 
interest of our export trade that dollar exchange should ascend 
spasmodically to oppressive premiums. 

An alternative form of the operation explained above is for 
the Latin American bank to sell to the local importers who 
need dollar-exchange, time bills on an American bank which 
can be remitted in discharge of the indebtedness to our ex- 
porters. The remittance of a slightly greater face value of 
time bill replaces the remittance of a sight bill for the amount 
due. In the instance of sterling exchange, this manner of re- 
mittance from South America to England of time bills for 
pounds is a long-standing custom. 

Under conditions when the local Latin American market has 
an excess of supply of bills on the United States, the use of 
dollar acceptances is of course not an immediate remedy. But 
the use of these in the past, when opposite conditions pre- 
vailed, creates a present demand for this excess of bills for 
cover for the past commitments. We have here a very in- 
teresting system of offsetting supplies and demands that do not 

17 Acceptances to "create dollar exchange'' have some resemblance 
to so-called finance bills (see § 92 below), but should not be identified 
with them. 
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naturally synchronize themselves, but it will be noted that this 
system furnishes no remedy for a long-term unbalanced con- 
dition of the foreign commerce and foreign exchange market 
of the Latin American (or other outlying) country. What is 
to happen under such a condition, what economic forces or 
remedies are likely to come into play, is a large subject and 
one beyond our immediate purview. 

§ 62. The acceptance commission. — The rewards gained by 
the banks in their commercial credits business take, in the 
main, the form of commissions, as distinguished from profits 
and from interest on money. 18 Speaking of sight credits, a 
commission is chargeable by the opening bank for its services. 
Another is chargeable by the paying bank for taking up the 
documents, in the instances where there is a separate paying 
bank. Again a commission is usually taken for granting a 
confirmation. These charges are not the same in different 
places and times, but will be something like y s to y 2 % 
(reckoned on the value drawn for in using the credit) . 

Where a time draft on one of the banks is authorized, an 
acceptance commission becomes chargeable by that bank. 
Whether or not this is combined with a commission for open- 
ing or for confirming the credit, it is logically a separate 
charge. Acceptance commissions have been known as high 
as 3% and as low as % of 1% per annum. The computa- 
tion of acceptance commissions at a rate per annum gives a 
suggestion that they partake of the nature of interest rates, 
whereas in fact they do not. If the charge for accepting a 60 
days bill is %%, and for accepting a 90 days bill %%, we 
may in a manner of speaking say the rate is 1%% per annum. 
Taking 60 days as % and 90 days as % of a year, we find 
that 6 X % and also 4 X % equals 1%. If the acceptance of a 
60 days bill is granted for %%, the commission rate may be 
stated as %% per annum (a very low rate). 

18 It is true, an interest charge sometimes enters the reckoning in a 
minor way. See the illustration at the conclusion of the section. The 
purchase by a bank of its own acceptance is not in point. If a bank 
discounts its own acceptance for the holder, it makes interest on money 
thereby, but such an act is extraneous to its commercial credits and 
acceptance business. 
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That we are not dealing here with interest rates follows from 
the fact that the institutions collecting these charges make no 
advances of money or money funds. There is no actual or 
virtual lending or advancing of money. The reason why the 
commission is made greater, as the length of life of the drafts 
to be drawn is increased, is because the longer this life, the 
greater is the length of time during which the accepting banker 
carries the risks which he takes on the importer's solvency. 
The longer this period, the greater is the chance that something 
adverse may happen. The importer engages to put the bank 
in funds shortly before the maturity of the acceptance. The 
risk carried by the banker is thought of as controlled by time 
elapsed and therefore commissions for acceptance have been 
made approximately proportional to this time. Where Bank 
A opens a credit authorizing time drafts on Bank B, Bank A's 
commission also will properly be made roughly proportionate 
to the term of life of these drafts. 

For an illustration of the making of a charge for interest 
by a credit-opening bank, in addition to any commission or 
commissions, suppose that B of San Francisco, having ordered 
merchandise from S in Japan, arranges with a bank of San 
Francisco for a sight credit to be set up in yen in a Japanese 
bank in favor of S. The San Francisco bank carries a balance 
or account in yen with this Japanese bank. S makes the ship- 
ment and receives for the documents the contract figure of, say, 
10,000 yen. It is agreed that the Japanese bank is to reim- 
burse itself not by selling in its city a dollar draft on the San 
Francisco bank, but by charging the 10,000 yen (plus com- 
mission) to the latter's account, i.e., deducting this from its 
deposit. The shipping documents, mailed promptly by the 
Japanese bank, reach San Francisco, say, 15 days after this. 
The importer is now asked to pay for them by handing over 
enough in dollars to buy a telegraphic transfer on Japan for 
the 10,000 + yen. 19 To this is added a charge for 15 days' 
interest at some rate set by the bank. This interest, collected 

19 The importer of this illustration may, at the time of the comple- 
tion of the contract of sale, purchase cable yen for future delivery, to 
protect himself from the risk of exchange. 
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in dollars upon a sum of dollars, is to compensate the San 
Francisco bank for a 15 days' loss of use of Japanese funds. 
This case (of an interest charge by a credit opening bank) is 
of course not peculiar to trans-Pacific trade. 

§ 63. The "authority to purchase."— The bank credit serves 
chiefly to assure the exporter (1) that he will be able to pro- 
cure cash for his documents immediately after shipment, and 
(2) that there will be no recourse upon him, or demand for 
reimbursement from him, in the event of the failure of the 
importer before the whole transaction is settled up. The im- 
porter pays the cost of providing this credit (that is, nearly 
always it is the importer) and under it the exporter takes a 
minimum of risk. 

We come now to what is known to some bankers as an 
"authority to purchase," which issues at the importer's request 
and at his expense in commissions, and for the benefit of the 
exporter. The authority to purchase is by no means so widely 
known nor so important as the bank credit, but it resembles 
the latter in that its design is to give the exporter assurance 
that he will be able to sell his draft for cash at the time of 
shipment. The exporter is not empowered to draw on a bank, 
but draws directly on the importer (and thus creates what we 
have heretofore called a mere trade bill). But the importer 
takes steps to provide an assured or virtually assured cash 
purchaser for the draft. This purchaser will be a bank of the 
importer's city, to which the importer is known. It is true a 
bank in the exporter's city will consummate the purchase, but 
merely as agent for the bank in the importer's city. 

From this point forward, explanation will best be presented 
in the form of an illustration. Suppose the San Francisco 
Company arranges to import 10,000 pounds of a certain grade 
of tea from an exporter of Canton, a number of shipments to 
be made within a period of six months, the price being, say, 
250, money of the United States, for each pound delivered on 
the dock at San Francisco. We may call the exporter the 
Canton Company. Against any shipment, the Canton Com- 
pany will draw upon the San Francisco Company a draft in 
American dollars. (If the Canton Company's price were such 
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and such a sum of local money of Canton, the draft would 
be drawn for a sufficient amount in dollars to fetch the re- 
quired sum of local money, and the risk of exchange would 
thus rest upon the San Francisco company.) In any case, 
under the authority to purchase plan, the importer first of all 
goes to a San Francisco exchange bank, which we may call the 
Bank for Foreign Trade, and asks it to buy the Canton Com- 
pany's drafts at their point of origin. To induce the bank to 
render this service the San Francisco Company (1) agrees to 
pay a designated commission, and (2) give the bank a contract 
known as an "authority to draw." A specimen of the latter 
appears immediately beneath. 

A. P. No. 000 

Cabled 



IN DUPLICATE 

AUTHORITY TO DRAW 

(letter of guarantee) 

July 1, 1932. 

Bank for Foreign Trade, 
San Francisco 

Dear Sir: 
We beg to inform you that we have authorized The Canton Co. 

to draw on us with recourse to the extent of $2,500 at 60 days 

sight for full invoice cost against the following documents: 
Bill of Lading, Invoice, 

Insurance Certificate, Consular Invoice, 

to cover shipment of 10,000 pounds of tea from Canton to San 

Francisco. 



Bill of Lading to Order j 



and indorsed in blank of 
Bank for Foreign Trade. 



Freight to be prepaid. Marine Insurance by shipper. 

We agree, 1. To accept on presentation all bills drawn pursuant 
hereto. 
2. To hold the Bank for Foreign Trade harmless be- 
cause of any damage to merchandise shipped or 
deficiency or defect therein or in the documents 
above described. 
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3. That the said documents, or the merchandise cov- 
ered thereby, and insurance shall be held as col- 
lateral security for due acceptance and payment 
of any drafts drawn hereunder, with power to the 
pledgee to sell in case of non-acceptance or non- 
payment of the debt to them attached, without 
notice at public or private sale and after deduct- 
ing all expenses including commissions connected 
therewith, the net proceeds to be applied toward 
payment of said drafts. The receipt by you of 
other collateral, merchandise or cash, now in your 
hands, or hereafter deposited, shall not alter your 
power to sell the merchandise pledged and the 
proceeds may be applied to any indebtedness by 
us to the Bank due or to become due. 

4. To pay your commission of % for negotiation 

of drafts hereunder. 

This engagement to commence from date hereof and to apply 
to all Bills drawn within six months. 
Please advise by mail. 

Yours faithfully, 

The San Francisco Co., 
Per J. Jones, Pres. & Mgr. 
The above is our A. P. No. 000. Please do the needful. 
Yours very truly, 



Acct. Mgr. 

The foregoing is essentially a contract to accept, with inci- 
dental provisions. It first confers upon a designated party the 
right to draw drafts upon the person signing the contract, up 
to a certain sum and within a specified period, and, second, 
provides that the drafts must be drawn against shipments of a 
stated kind of merchandise and must have certain documents 
attached, and, third, binds the person who signs to accept the 
drafts without regard to the actual arrival of the merchandise 
or to its character or condition when it appears. In the fourth 
place, it is agreed that the bank shall have the merchandise 
as collateral security. The commission to be paid by the im- 
porter is also stated. 

To transmit to its branch or correspondent in Canton an 
authority as agent to purchase the described drafts, the im- 
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porter's bank will commonly forward simply a copy of the 
authority to draw bearing a notation "please do the needful" 
or words of similar import. This becomes the "authority to 
purchase," abbreviated "A/P." The exporter will be notified 
in a suitable manner of the existence of this authority to pur- 
chase. In case of necessity the authority may of course be 
telegraphed. 

The Authority to Purchase is by no means so desirable 
from the exporter's standpoint as the bank credit, but has, 
nevertheless, some advantages. If the Canton Company of 
our illustration drew upon the San Francisco Company without 
the support of the authority to purchase issued by the San 
Francisco bank, it might not be able to sell its draft for cash, 
being able only to place it for collection. 

The simple and single benefit of the A/P is that the importer 
induces a banker of his city to whom he is known to purchase 
the draft at the time and place of its origin. This banker acts 
primarily because he knows and has confidence in the im- 
porter, and secondarily because he is also fortified by the 
latter's engagement to accept the draft without conditions as 
to the arrival and sufficiency of the goods. This banker 
would, in the event of the refusal of the drawee to accept, 
have three channels of reimbursement open to him for his 
outlay for the draft and his charges, namely, (1) an action 
against the drawee on the latter's contract to accept, (2) 
resort to a sale of the goods, and (3) recourse upon the drawer. 
(The contract of the drawee to accept does not operate to 
destroy the right of recourse upon the drawer.) But the 
banker will not, of course, issue an A/P unless he is satisfied 
with the credit of the importer. 

If we suppose the Canton Company to make a shipment to 
the value of $500 and to draw a draft for this amount, the fol- 
lowing would be the regular course of events. The Bank for 
Foreign Trade of San Francisco would through its correspond- 
ent buy the draft in Canton. The instrument would be for- 
warded immediately to San Francisco and would be presented 
to the San Francisco Company for acceptance, which would be 
granted. The goods, upon arrival, might be released to the 
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acceptor under any of the several plans already discussed 
in § 57. 

§ 64. The A/P, the hank credit, and the right of recourse. 

— The trade bill, drawn on the importer instead of a bank, is 
essentially the same whether supported by an authority to 
purchase or not. In either case, failure of the importer to honor 
the draft means recourse upon the drawer, unless the latter 
should enjoy the rare advantage of having the goods sell for 
enough to discharge the draft. An authorized draft on a bank 
is distinct in that the failure of the importer to pay does not 
involve recourse upon the exporter as drawer. As has been 
stated before, the undertaking of a bank which grants an 
irrevocable credit, that the draft will be accepted and paid, is 
not conditioned upon the solvency of the importer or the per- 
formance of his obligations, but is absolute after the exporter 
has drawn his draft in accordance with instructions. The 
bank granting the credit takes all the risk that the importer 
will fail, and the exporter is wholly relieved of this risk. 
Bankers issuing authorities to purchase take pains to make it 
clear to merchants that the drawer is subject to recourse in 
the event of the failure of the importer to accept or to pay, 
and regard this as a leading point of distinction between the 
authority to purchase and the true bank credit. 

It is desirable to make clear, however, that the actual legal 
right of recourse upon the drawer is present in the case of the 
draft under a bank credit just as it is in the case of the draft 
on the importer in person. The truth is, not that the right of 
recourse is destroyed in the case of the bank credit, but rather 
that its practical nature is entirely altered. As shown in § 12 
of this book, the right of recourse emerges with (1) proper 
presentment to the drawee, (2) dishonor, and (3) due notice 
of dishonor (including protest as a necessary element in the 
case of foreign bills, unless waived). Suppose the Canton 
Company of our illustration were granted a credit at the 
importer's request by a San Francisco bank and sold its draft 
upon this bank to a banker of Canton. If the San Francisco 
bank should fail or should for other reason dishonor this draft, 
the banker of Canton could have recourse upon the Canton 
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Company as drawer. The fact that the drawee was a bank, 
and that it had contracted to accept and pay the draft, has 
no effect on the right of recourse. The difference between an 
authorized draft on a bank and a draft on the importer 
(whether an authority to purchase the latter issues or not) 
from the standpoint of the exporter as drawer is clear. He is 
subject to a legal right of recourse in both cases., but in the 
instance of the bank credit it will require a failure of the 
drawee bank to bring recourse upon him, and the failure of 
the importer will not bring it. The importer is not the drawee 
in this instance. In the case of the trade bill the failure of the 
importing house alone is sufficient to produce recourse. There 
is a great practical difference in the two risks. 20 

The question whether the issue of an "authority to pur- 
chase" creates a true bank credit, should be answered in the 
negative. The reason, however, is not that the A/P is rev- 
ocable. For we recognize the category of revocable credits. 
The reason is because under the A/P plan of settlement the 
exporter continues, even after receipt of payment, to have a 
stake in the ability or willingness of the importer to honor the 
draft. If, despite his contract to honor, the importer dis- 
honors the draft, the purchasing bank has an undoubted right 
to take recourse upon the exporter as drawer. Under the true 
bank credit, revocable or irrevocable, once the exporter has 
collected payment for his shipping documents, he is immune to 

20 The acceptance by a bank of a long bill drawn upon it by a mer- 
chant does not remove the possibility of recourse upon him as drawer 
in the event of nonpayment. The certification (acceptance) of a check 
by a bank does release the drawer, but this is a distinct case. If A 
draws a check on a bank payable to B, and if B for his own reasons 
takes a certification of the check at the bank's counter, the effect is 
to destroy B's right of recourse upon A as well as upon any indorsers. 
B has had an opportunity to demand payment of the instrument, since 
it is due at sight, and he cannot forego this opportunity and also hold 
the parties secondarily liable. 

If B holds a sight draft upon a private person as distinguished from 
a bank, and if he accepts some undertaking of that person in place 
of payment itself of the draft, this undertaking being analogous to 
certification by a bank, this action by B will release the parties second- 
arily liable from all further liability in the same manner as certifica- 
tion by a bank. 
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recourse unless there is a failure of a bank to live up to its 
agreements. Failure of the importer would not bring recourse 
upon him. Where we have a true bank credit, a bank carries 
the credit risk of the importer. If a revocable credit is so 
written that there is no act which will commit the bank, it is 
only an imitation of a bank credit. If, however, a revocable 
credit is so written that, after the presentation of the draft and 
documents to the first paying bank, it becomes binding (as 
does the Conference type — compare p. 148, it is a true credit 
in that it thereafter relieves the exporter of the credit risk of 
the importer. The irrevocable credit performs this service for 
him even earlier. 

If a bank which issues an A/P makes a definite representa- 
tion to the exporter that it will buy.his draft and if in addition 
to this gives him a right to draw without recourse, a true bank 
credit is created, although one of unusual form (compare the 
Japanese A/P as described on p. 129) . 

§ 65. Exchange for travelers. — A foreign traveler may pro- 
vide himself with the local moneys of the countries he visits 
by carrying the actual currency or coin of his home country 
and offering it for direct sale for foreign moneys as occasion 
requires. Places of business exist where such direct exchanges 
of currencies can be made. But this plan has the disadvantage 
that it is really workable only in the larger ports and cities 
of the world. Also it is relatively inconvenient and it involves 
a comparatively high risk of loss or theft. Finally, in general 
the rates of conversion are not likely to be very favorable to 
the one who follows this plan. 

It is open to the traveler to provide himself with foreign 
funds through the use of exchange. Setting aside the method 
of purchasing ordinary foreign sight drafts, the two more im- 
portant plans of action available to him are (1) to procure 
what is known as a circular letter of credit, and (2) to buy 
so-called traveler's checks. 

The traveler's letter of credit is an instrument addressed by 
a bank as a circular letter to its correspondents scattered over 
the world, informing them that the designated traveler is 
authorized to draw sight drafts up to a certain total amount 
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specified, either (1) upon the writer bank itself, or (2) upon 
some one of its correspondents named in the letter. It requests 
the bankers addressed, on application, to do the beneficiary the 
favor of buying his drafts, that is, of trading local currency 
for them at the going rate of exchange. It conveys the writer 
bank's engagement that these drafts will be paid by the 
drawee bank on demand. 

When a draft is drawn and sold by the traveler, the pur- 
chasing banker is required to make a record of it on the letter 
of credit in a place provided, with the purpose of making 
clear how much of the credit is left unused; and, with any 
draft that exhausts it, the letter is to be taken up and sent to 
the drawee bank. If a traveler carries a dollar letter of credit, 
he goes about selling authorized dollar drafts, or sight dollar 
exchange, according to his needs to procure currency of the 
place. If he carries a sterling letter he can sell sight sterling. 
The letter of credit serves to introduce him and serves as his 
credentials before the draft-buying banker. The latter will 
possess specimen signatures of the officers of the bank which 
has written the letter and judges of the genuineness of the 
individual letter presented at his counters by an inspection 
of these signatures as well as by its other features. The 
banker will judge of the genuineness of the traveler himself, 
so to speak, by requiring him to duplicate a specimen signature 
which he himself was required to place upon the letter at the 
time of its delivery to him, or else upon a separate letter of 
identification. The purpose of having the latter document a 
distinct one is safety. The traveler is advised to keep the two 
letters apart. The loss of one alone would not give a finder 
inclined to forgery, a chance to realize upon the credit. The 
traveler is given a list of banks, astonishingly numerous, which 
will buy his drafts. This list used to be obtained by the insti- 
tution writing the letter, from its London correspondent, and 
included all the banks in the four corners of the world which 
already had established relations with this London bank. 
Only larger banks and banking houses sell their own letters 
of credit, whether these authorize drafts upon themselves or 
upon correspondents. Many smaller banks have arrangements 



214 FOREIGN EXCHANGE 

with these larger institutions, enabling them to issue letters as 
virtual agents of the latter. 

The purchaser of a traveler's letter of credit may or may 
not be required to pay for it cash in full in advance. He may 
be released from this duty in return for a deposit of acceptable 
collateral or even without such a deposit. A commission is 
chargeable, but one banker has said, "This may be anything or 
nothing." 

Before the World War, nine out of ten of the traveler's let- 
ters of credit issued by American banks would be in sterling, 
but to-day probably much more than nine out of ten are in 
dollars. It has become possible to sell dollar drafts readily 
pretty much all over the world. Taking the traveler's letter 
of credit business of the globe at large, it is likely that sterling 
and dollar letters are about equal in number. 

For the sake of a general view of the subject of risks of 
exchange and costs in connection with traveler's credits, let us 
consider an illustration of the use in France of a sterling credit 
issued by an American bank (to an American traveler of 
course). Let us assume the conditions and rates of the days 
before the World War. Suppose the traveler took a letter for 
£1,000, for which he paid cash in advance at the current 
"posted" rate of say 4.88 (banker's selling rate for exchange 
in small lots), and paid a commission of say 1%. The total 
cost was then $4,928.80 ($4,880 plus 48.80 commission) . Sup- 
pose, further, that when the traveler came to use his credit to 
procure French money in Paris, the buying rate in that city 
for such sterling as he had to offer turned out to be 25 francs 
for £1. £1 cost him $4.9288 and yielded him 25 francs, so that 
the cost of 1 franc was 19.72 cents ($4.9288 -=- 25) , as against 
an existing par of 19.295 cents. 

If the traveler of this illustration came home without ex- 
hausting the credit, he obtained dollars for the part that re- 
mained by selling it out to the bank which wrote the letter at 
its buying rate of the day for small sterling drafts. 

The traveler's check is a sight draft drawn, not by the 
traveler himself as under the letter of credit plan, but by the 
selling bank or other institution to the order of the traveler. 
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The individual sales of traveler's checks are much more numer- 
ous in this country than those of circular letters of credit, but 
in total value issued, the latter probably do not fall so far 
short of the checks. The following is a typical form: 
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This form of check is distinguished from an ordinary foreign 
sight draft in that 

1. It is drawn for home money or dollars and always for 
a round number such as $10, $20, $50, or $100 (i.e., like U. S. 
paper currency it appears only in certain standard denomina- 
tions) . 

2. The issue of any institution will have its own peculiar 
engraved form with its distinctive coloring and design. 

3. It carries a specimen signature of the payee placed upon 
it at the time of its issue and the ability of the bearer to 
duplicate this in the presence of the purchasing or encashing 
banker is the recognized means of identification relied upon 
in the use of the instrument. When the payee reproduces upon 
the instrument his original signature, he is said to "counter- 
sign" it, and the act has the effect of an indorsement. In prac- 
tice, checks are often countersigned in advance at hotels and 
stores, and are "cashed" by the subsequent holder as bearer. 

4. The most interesting distinguishing feature of the instru- 
ment is absent at the time of present writing. But as it was 
issued before the great dislocation of the exchanges which was 
brought about by the World War, the dollar traveler's check 
was made payable for a fixed and invariable sum in each of 
the leading gold standard countries of Europe, and each such 
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sum was enfaced upon the instrument. Thus arrangements 
were made whereby a check payable for $20 in the United 
States or Canada could be encashed for the following: £4-1-8 
in Great Britain and Ireland, marks 83.30 in Germany, francs 
102.50 in France, Belgium, and Switzerland, lire 102.50 (gold) 
in Italy, kroner, 73.39 in Norway, Sweden, and Denmark, etc. 
While the foreign equivalents were just a trifle low, this char- 
acteristic relieved the traveler of any risk of exchange in 
respect to the designated currencies, and was highly appreci- 
ated by him. This advantage had to be given up at the out- 
break of the war and has not been reestablished up to the 
present time, checks now being made payable in all other 
countries than the United States "at current buying rates for 
bankers' checks on New York." Thus, the present traveler's 
check involves the same risk of exchange as does the circular 
letter of credit. 

The commission now being charged at the time of sale for 
this form of exchange is % % (minimum 400) . The American 
Express Company originated this type of instrument and 
carries on a thriving business in it to-day. Certain large banks 
offer their own issues, but the most important bankers' type 
is the so-called "A. B. A." check, sold by banks all over the 
United States under a plan which makes the selling banker the 
drawer, and the Bankers Trust Company of New York the 
drawee, and acceptor in advance. Arrangements are made by 
those responsible for the various issues for the encashment of 
the checks all over the world, and as a matter of practice they 
pass readily in hotels, stores, and other places of business. 
The issuers of the two forms of checks we have mentioned 
promise the holder that the value of lost or stolen instruments 
not countersigned will be refunded. 



CHAPTER XI 

THE MONEY MARKET AND THE EXCHANGE RATE FOR 
TIME BILLS 

Note: — In the period 1923 to 1928 inclusive there was a 
great movement back to the gold standard, almost world-wide. 
(The reader might be interested to look over the list of 
measures taken in the various countries, as presented in the 
Federal Reserve Bulletin under the caption, "The Return to 
Gold," in the issue jor August, 1928, page 562.) Unfortunately 
this monetary structure has now almost wholly collapsed, as 
a consequence of, or at least in connection with, the great 
business crisis and depression, the onset of which was witnessed 
by the year 1929. Not only has the gold standard disappeared 
from country after country, but international trade has largely 
dried up, and the freedom of dealings in foreign bills has been 
greatly impaired by legal restrictions in many different lands. 

At the time when the present book goes to press, any ex- 
positor of the general system of the foreign exchanges must 
face a dilemma. If he is to make his argument and illustra- 
tions reflect the contemporary state of affairs he will be dealing 
with the ephemeral and the disorganized. On the other hand, 
if he harks back to what has been historically normal, his 
explanations will not precisely fit existing conditions. The 
present writer has without hesitation adopted the second alter- 
native. Although England is now off the gold standard and 
dealings in sterling exchange do not at this time have the 
importance or variety in our own country they once possessed, 
he has decided to illustrate general principles and general 
methods by examples from the time when England was on the 
gold standard and the traffic in sterling was full and varied. 

§ 66. Introductory. — In past times, when England was on 
the gold standard with the old pound sterling of 113 grains, 

217 



218 FOREIGN EXCHANGE 

we might have found in New York some such quotation as 
the following: 



Demand 4.! 

Cables 4.8 

60 days commercial 4.8 

90 days commercial 4.78% 

It is clear that exchange is progressively cheaper as the pay- 
ment produced by it abroad is more and more deferred. The 
gap between the rate for demand exchange and the rate for 
exchange of the same nationality of any other term of life, is 
sometimes called the "spread." Thus, the quotations given 
above show a spread of %0 between demand and cable sterling, 
called the "cable spread," and one of 40 between demand and 
60 days sterling, called the "60 days spread." The spreads are 
more or less changeable from day to day. Not only do the 
rates move, but the spreads between them alter or shift. It 
must be evident that these gaps are in some manner based 
upon an allowance for interest on money. But there is no 
single rate of interest in an economic community or market. 
There are from eight to a dozen money rates (rates of interest 
or rates of discount) in a large money capital like London or 
New York. In a given capital at a given moment, these rates 
will differ among themselves to a considerable degree, e.g., 
rate on call loans 5%, rate for 90 days loans on stock collateral 
6%, rate of discount for 90 days bankers' acceptances 4%%, 
etc. Also, a given money rate very often stands at different 
positions in different money capitals, e.g., call money at 2% 
in London and 3% in New York, or the discount rate for 60 
days bankers' acceptances at 4% in New York and 5% in 
London. 

If in New York the exchange rate for 90 days commercial 
bills on London bankers stands some 60 per pound sterling 
below the cable or demand rate, its position is presumably 
determined (in so far as it depends on a money rate) by the 
discount rate applicable to 90 days bankers' acceptances. But 
will this be the New York or the London rate for this class of 
paper? The exchange is being bought and sold in New York, 
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but it is payable in London. The answer to the question is 
that in the usual state of affairs it is exclusively the London 
rate which governs (more generally stated, the rate in the 
"domicile" or drawee city) . Again, does the 90 days exchange 
rate depend from the cable or from the demand rate? If the 
money rate dictates that 90 days sterling shall be 60 down, 
does this mean down from the cable rate or from the demand 
rate? The answer is, down from the demand rate. 

It is not the province of the present chapter to study the 
whole field within which these questions lie, but it will consider 
the chief factors in the determination of the long exchange 
rates. It will best go a certain distance into the subject of 
money markets. But for us this will mean the London money 
market only. We cannot undertake to discuss the money mar- 
kets of all the great capitals. We shall even omit giving any 
special consideration to the money market of New York, about 
which much has been written that is available to the American 
student. We shall confine our examination to the spreads in 
the sterling rates as found in New York in what have been 
normal times in the past. It does not seem wise, in an attempt 
to make general principles clear, to draw much of our material 
from the present disorganized state of facts in the foreign 
exchanges of the world. As an incident to our examination 
we make a study of the London money market. 

§ 67. The foreign balance and acceptance account. — If an 
independent or isolated bank, in the sense of one which is not 
itself a foreign branch and which does not have a foreign 
branch, is to carry on a fully rounded out and independent 
business in exchange on any given foreign country, as, say, 
England, it must have with a banking establishment in that 
country (1) a deposit or balance and (2) an acceptance ac- 
count. 1 Institutions in separate countries, existing in the rela- 
tion of home office and branch, can of course afford each other 
the services which are associated with a foreign balance. 

(Smaller banks which do not even possess foreign balances 
may deal in foreign drafts by the aid of arrangements which 
they can make with larger home institutions having full foreign 

1 Compare the discussion of the acceptance account, § 53. 
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facilities, but their operations are circumscribed and in some 
ways indirect. Thus, a smaller American bank can sell a 
customer a sight draft on a London bank with which it has 
no account, under a scheme whereby a large American house, 
having the required balance, will upon notification protect or 
cover the draft.) 

A greater American bank not infrequently has more than 
one balance and more than one acceptance account in London, 
but for present purposes it will suffice to speak of a single 
balance and single acceptance account and of the dealings in 
exchange which may be founded upon these as a basis. 2 A 
London deposit enables a bank, without the intermediation of 
any other home institution, to sell sterling sight drafts and 
cables and to issue both kinds of travelers' exchange payable 
in sterling, and also to buy all types of sterling exchange, 
cables and sight and long drafts, and, as well, to undertake 
certain minor operations which need not be itemized. A Lon- 
don acceptance account enables a bank to issue commercial 
letters of credit in sterling (involving, as these do, the authori- 
zation of long drafts upon the London correspondent for its 
acceptance), and also may permit it when it desires to draw 
and sell its own long sterling bills. 

All operations in exchange, even those requiring an ac- 
ceptance account, rest ultimately upon the foreign balance, in 
the sense that the latter is indispensable for carrying them 
through, and every completed operation will, whether earlier 
or later, produce either a debit or a credit to this balance, that 
is, popularly speaking, either an outpayment from it or an in- 
payment into it. We say "completed" operation because one 
might speak of the issue of a letter of credit as an "operation" 
and this mere issue of itself will not affect the foreign balance. 
It is the drawing by the beneficiary under the credit that does 
this, and conceivably he might not draw at all, and at any rate 
he might not draw for the full amount authorized. If we think 
of the payment of his draft as the completion of the operation 

2 The writer has heard of an American bank having four London bal- 
ances, but is unable to say whether or not this should be regarded aa 
entirely exceptional. 
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of issue of a credit, we may generalize and say that every com- 
pleted operation in exchange alters the foreign balance, and 
in the following manner: (1) sales of exchange and issues of 
commercial and travelers' credits deplete the balance and (2) 
purchases of exchange replenish or augment it. 

§ 68. The administration of the foreign balance. 3 — The 
time intervening between an exchange transaction at an Ameri- 
can bank and the final effect of this transaction on the bank's 
London balance, may be anything from a few moments or a 
number of hours, as in the instance of the cable transfer, to 
several months, as in certain cases involving long bills. For 
this reason the debits and credits to this balance entered on 
any given day will be found to originate in a great number of 
operations initiated on many different dates in a period cover- 
ing several months prior to that given day. Thus, a debit 
entered to-day may have followed from the sale of a cable 
transfer to-day or yesterday, or from the sale of a sight draft 
perhaps six or seven days ago, or even from the issue of a 
travelers' or commercial credit a number of months back. Or 
a credit of to-day may have resulted from the purchase of a 
cable within a few hours or of a sight draft within a week. 
Or it might be the consequence of a sale just effected in the 
London money market of a long sterling bill bought in New 
York about a week ago and sent over for immediate discount 
and cash credit. On the other hand, it may come from col- 
lection at maturity on a 90 days sight bill purchased in 
America about one hundred days since and held as an invest- 
ment for interest earnings. 

A foreign balance has as a capital a high rate of turnover. 
That is, the volume of business sent through it is very large in 
proportion to the balance itself. Any lack of equivalence be- 
tween the debit and credit items in this business will therefore 
tend to cause large fluctuations in the account. In view of 
the fact that the business impinging upon it on any given day 
will consist of a large and miscellaneous group of exchange 

3 For a competent technical discussion of the problem of the bank's 
foreign exchange "position," see Dj Snip's Foreign Exchange Accounting, 
Part II. 
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operations undertaken in the near and more remote past by 
the bank for its customers in America, determined primarily 
by the commercial and other requirements of these customers, 
it is manifest it would be a mere accident if the debits and 
credits of the given day should offset each other. Unless cor- 
rected by supplementary or stabilizing operations, this business 
might on some days cause the balance to be greatly reduced or 
to disappear and on others to rise to an inordinate sum. But 
there will be some appropriate figure at which it would best 
stand, depending upon the quantity and character of the busi- 
ness based upon it, and it will be the bank's policy to keep it 
as close to this figure as may be practicable. Its normal 
amount should not be allowed to fall too low lest the business 
of a day or two might in its oscillations produce a heavily 
overdrawn condition. Incidental overdrafts in the kind of a 
balance which we are now discussing are in no sense crimes, 
but the correspondent charges a relatively high rate of interest 
upon them and in any case it will be the bank's program to 
keep them reduced to the lowest terms. It is sometimes pro- 
vided in the agreement with the correspondent that a certain 
average daily balance shall be maintained as a minimum. On 
the other hand, a needless surplus in this deposit above the 
appropriate working figure is undesirable because it means the 
depletion of funds available for employment in regular banking 
at home. 4 Suppose, for illustration, the existence of such an 
overplus amounting to £10,000. This will have been caused 
by excess purchases of exchange of a present value on arrival 
of £10,000, and this exchange will have cost in ordinary times 
something more than $48,000 of local money of the United 
States. This sum of dollars will have disappeared from the 
resources of the bank at home and will have reappeared as 
sterling in the deposit in London. Its disappearance at home 
is not the less complete for the time being because of its re- 
appearance in converted form abroad. Though the fund is not 

4 Certain conditions may make it advisable to place fairly large funds 
in loans or discounts in the foreign country, and this through the 
agency of the correspondent bank, but such funds would not in any 
event remain in, or be carried in, the balance with the correspondent. 
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lost to the bank, it is in the wrong place and form. The sim- 
plest way to bring it back home will be to sell £10,000 of 
sterling exchange (sight drafts or cables) in the home market. 
This sale will restore something over $48,000 to the home 
resources, depending upon the rate of exchange. Very likely 
the exchange will be bought by some other bank or banks 
whose own particular circumstances make them have a need 
for it. 

In practice the surplus of £10,000 in the London deposit 
would not be allowed to build up, but would rather (if it tended 
to accumulate) be torn down progressively by sales of exchange 
on the market as they might be required for this purpose. 
When its primary business in exchange happens to run in 
channels tending to produce a deficiency in the foreign balance, 
the bank will, of course, to provide against this, find it neces- 
sary to buy exchange in the market to be remitted to the 
correspondent. 

The Rule of Equal Sales and Purchases. — To maintain a 
policy of stabilizing its foreign balance, the bank must evi- 
dently keep as close track as possible of the daily fluctuations 
in this account. Suppose the natural flow of its business in ex- 
change with its customers is predestined to produce a heavy net 
debit to the balance on, say, July 10th, and assume that the 
bank is one week removed in mail time from its correspondent, 
then perfect correction for this fluctuation through a remit- 
tance of specially purchased sight bills would require fore- 
knowledge on July 3rd and the buying in of the bills on that 
day. A purchase of cables on a much later date could of 
course be made to serve, and doubtless much of the demand 
in the open market for cables is to be accounted for by their 
emergency utility in providing cover in such cases as this. 
Clearly the bank needs foreknowledge of the events to hap- 
pen in its foreign balance, but what has already been said 
indicates that this foreknowledge cannot in fact be quite per- 
fect. As for the credits that are about to come into being, 
practically all, or the vast majority of these, spring from the 
bank's own remittance of exchange, and with the exception of 
one class the credits are pretty closely under its control and 
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foreknowledge. The only uncertainty respecting the precise 
time of the becoming effective of these credits is that attach- 
ing to the transmission of mail and telegrams, and this uncer- 
tainty is not great in times of peace. The exceptional class 
of credits are those arising from the remittance of docu- 
mentary payment trade bills. As we have seen (in § 35) 
these instruments are paid off at any time between acceptance 
and maturity according to the pleasure of the drawee. Under 
the banking customs of England they cannot be discounted 
on arrival as can other long bills, and therefore, in general, the 
precise time when they will produce their credits cannot be 
foretold. On the other hand, a schedule, based on experience, 
of the probable yield day by day from a known lot of these 
bills can be and is worked out in practice by the banker. 

With respect to debits, the time when many of these will 
become operative is less under the bank's foreknowledge and 
control. The dates on which drafts will be drawn under trav- 
elers' and commercial credits, and consequently the dates 
when these bills will finally work reductions in the balance, 
are not determined by the bank but depend, within the limits 
set by the duration of the credits, upon the convenience of the 
beneficiaries. In the case, however, of long bills under com- 
mercial credits, the bank gains foreknowledge of the dates of 
ultimate charge to the balance, a considerable period prior 
to the event, from the advices forwarded by the correspondent 
telling the dates of acceptance of these bills as they have been 
presented. A 90 days sight bill accepted on July 1st will be- 
come payable, 93 days thereafter, on October 2nd, and the 
American bank which has granted the credit will learn of this 
date long beforehand. Sight drafts drawn by the bank itself 
and sold to its customers or the general public may be out a 
longer or a shorter time before presentment for payment at the 
counters of the correspondent, depending upon the promptness 
and number of transfers made by the persons handling them, 
and therefore even in their case the time of debiting the bal- 
ance is not foreknown with absolute precision. 

An ordinary depositor with a bank commonly judges of the 
state of his deposit by his check stubs, though he realizes the 
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record on these stubs is in error at any time when there are 
outstanding checks. But for an exchange bank it would be 
out of the question to take the mere record of the dates and 
amounts of its own remittances and drawings of exchange and 
issue of credits, as sufficient evidence of the condition of its 
foreign deposit. So it prepares from advices received and from 
other data interpreted in the light of experience, a corrected 
memorandum account designed to show from day to day in 
the near future the approximately correct state of its balance 
as it will appear in fact according to the books of the corre- 
spondent. To be on the safe side in making up this memoran- 
dum, it should assume maximum periods to transpire before 
credit items started on their way become effective, and make 
allowance for the expiry of minimum periods only before debits 
known to be in process will be charged. It will be on the basis 
of this memorandum that the bank will make its compen- 
satory purchases or sales of exchange on the open market to 
stabilize its balance. 6 

To summarize, we may formulate what might perhaps be 
called the rule of equal sales and purchases. This runs to the 
effect that — setting aside circumstances when it is desirable to 
change the foreign balance itself or alter the foreign loan funds 
if there are any — the bank must keep its current purchases and 
sales of exchange at a substantial equality. In interpreting 
this, the issue of travelers' and commercial credits are, to the 
extent to which these credits are utilized, to be treated as sales, 
or as being like sales of exchange. And it is to be kept in 
mind that sales of long bills on a given date may be offset by 
purchases of sight drafts or cables at much later dates (de- 
pending on the length of life of the long bills) , and similarly 
the purchase of a long bill to be held as an investment will be 
offset by a subsequent and not by a contemporaneous sale of 
sight bills or cables. 

Under given conditions of commerce and travel, the clients 
of an individual bank will have certain exchange requirements 

B Expense being an insufficient objection, a large bank will arrange 
for daily telegraphic advices from its correspondent on the matter of 
its exchange position. 
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which this institution will undertake to meet. If these require- 
ments are such as to produce an excess of debits to its foreign 
balance, it will be forced into the open market as a purchaser 
of exchange. But another bank may be driven into this mar- 
ket on the same day as a seller of exchange, by reason of 
reverse conditions which happen to affect it through its cus- 
tomers. And so some banks buy and some sell. If in the 
whole country there is an excess of supply of exchange or an 
excess of demand produced in this way, and this excess per- 
sists, a gold import or export will result. 6 The problem of 
tracing out the detail of this process belongs, however, to a 
later chapter. 

We have pictured the open market business in exchange, 
namely that taking place among banks and dealers inter se, 
as being determined by the commercial and other needs of the 
general mercantile and traveling public (and of the immi- 
grants) as these needs make themselves felt through demands 
made on the individual banks. This picture is essentially cor- 
rect, but it should be stated that exchange investment, borrow- 
ing, speculation and arbitrage also are responsible for a 
considerable portion of the open market dealings. Even 
these sources of operation are commercially determined in a 
fundamental, though more roundabout way. We here think 
of "commerce" as including international traffic in bonds and 
stocks as well as in commodities. 

§ 69. The work of the correspondent bank. — One bank is 
said to be a correspondent of another if it is under a standing 
agreement to make disbursements or take in receipts for the 
account of this order: or, a correspondent is a bank that acts 
as agent of another banking house under a regular and con- 
tinuing arrangement. Assuming this definition, it is not essen- 
tial that the one called the correspondent should hold a deposit 
from the other. The present section, however, will discuss only 
that more important type of correspondent which does hold a 
deposit, and will be content to cover the subject by examining, 
as a leading example, the activities of a London bank in its 

6 Assuming the gold standard in both countries concerned, and as- 
suming a free traffic in gold. 
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service as correspondent for one in America. Its operations in 
behalf of the latter may be divided into two main classes: (1) 
those which result in a disbursement from or debit to this 
bank's balance, and (2) those which involve an inpayment or 
credit to it. There follows a fairly detailed list of these 
operations. 

I. Operations Involving a Debit to the Balance 

1. The London bank cashes cable transfers and sight drafts, or 
checks, drawn upon it directly by the American bank itself. 
It pays out money or money funds against these to the par- 
ties designated, and forthwith deducts the amounts thus dis- 
bursed from the drawing bank's balance. 

2. It cashes sight drafts drawn upon it by travelers under circular 
letters of credit issued by the American bank, and also cashes 
"travelers' checks" drawn upon it by the latter if there are 
any. 

3. It cashes checks drawn upon it by various smaller American 
banks which have no deposit with it (or any other institution 
in London) but which have procured authority from the 
American bank that has the balance, to draw against this 
balance or for payment out of it. 

4. It makes various remittances by cable or mail on the order of 
the American bank to designated parties. 

5. It accepts, and subsequently pays, the long bills drawn upon it 
by shippers under the authority of sterling letters of credit 
issued by the American bank (compare Chap. IX). The 
latter's balance is debited at the time of the payment of these 
bills. 

6. It accepts and at maturity pays any long bills drawn upon it 
by the American bank itself. 

7. If the American bank is one of the relatively few larger insti- 
tutions that make gold shipments, the correspondent may buy 
gold upon its order in London, pack and forward it, and charge 
its account for the cost of purchase and the incidental expenses 
and freight or express (all, of course, in sterling). To enable 
this operation to be carried through on anything like the usual 
scale, the American bank's London account would have to be 
fortified by special remittances of sterling exchange procured 
in the American market for the express purpose of engineer- 
ing a gold import. Indeed, the quantity of gold moved in a 
single shipment may easily have a value of ten, twenty, or 
more times the amount in the bank's London balance. 

8. The London bank will honor overdrafts if covered by collateral 



228 FOREIGN EXCHANGE 

security — at least it is safe to say that the usual and standard 
arrangement demands that collateral protect overdrafts. Over- 
drafts that arise as mere incidents to the business in exchange 
are in no sense reprehensible, though a chronic state of being 
overdrawn would be out of the question. The American bank 
pays interest on the amount overdrawn for the time it is over- 
drawn. 

II. Operations Involving a Credit to the Balance 

1. The London bank credits the balance of the American institu- 
tion with any remittances made by it by way of cable transfer. 

2. It gives credit for sight drafts on London bankers sent over 
for deposit with it. 

3. It also collects and credits checks drawn on other cities. 

4. It handles long sterling bills purchased in America and sent 
over to it. These will be bills (a) of bankers on bankers, or 
(6) of merchants on bankers under letters of credit, or (c) 
of merchants on merchants. The London correspondent pro- 
cures the acceptance of these bills by the drawees, manages the 
documents (when present) according to instructions, and 
credits the remitting bank's balance with any cash proceeds 
from the instruments at the actual time of the receipt of these 
proceeds whether from discount or from payment at maturity 
or prepayment by the drawee. 

5. If the American bank makes a gold export from the United 
States to England, its London correspondent will probably be 
the agent to take charge of the gold on arrival, and will credit 
the former's balance with the sterling proceeds of the sale of 
this specie. This extraordinary credit will be counterbalanced 
by large and special sales of sterling drafts by the exporting 
bank on the American side of the water. (Compare No. 7 
above.) 

A correspondent bank will buy or sell investment securities 
for the account of the foreign bank having relations with it. 

If a bank located outside of England has a branch in Lon- 
don, the latter will naturally take on almost all the functions 
of an independent correspondent. Sometimes an independent 
correspondent accepts time bills drawn upon it by the corre- 
sponding bank (the reference is to so-called "finance bills"), 
but such bills drawn by a parent institution on its own branch, 
or vice versa, are in practice regarded as being of questionable 
propriety. 
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The Compensation of the Correspondent Bank. — Expenses 
paid by a correspondent bank as agent of a corresponding 
bank, are of course deductible from the latter's balance. The 
collection of such charges, however, does not afford the corre- 
spondent compensation for its services. But this compensation 
is in point of fact always provided for. Speaking generally, 
it consists of two elements, (1) interest earnings and (2) com- 
missions. The interest element is composed in lesser part of 
interest paid directly as such by the corresponding bank to the 
correspondent bank, namely, interest on any overdrafts made 
(and, possibly at times, interest on straight or direct loans). 
It consists chiefly in the excess of the interest earned in the 
employment of the corresponding bank's deposited funds, over 
any interest allowed upon them. Interest can virtually al- 
ways be earned at a higher rate than the deposit allowance 
rate ; and, besides, the depositing bank often agrees to keep a 
certain minimum average daily balance that is to be "interest- 
free," i.e., one upon which the deposit-holding bank pays 
nothing. 

As for commissions: under one type of agreement they are 
collectible at various rates for different specified kinds of 
services. But there may be a plan, as an alternative, under 
which a very slight commission rate is paid on the whole turn- 
over of the account, i.e., on the total of debits or of credits 
made to it, or total of both. There might even be a fixed 
monthly or annual payment, under a sort of "salary" scheme. 
It may be that each correspondent carries a balance with the 
other, giving rise to reciprocal balances, but ones existing in 
different national currencies. Banks do not make known to 
the public their arrangements for compensating one another 
as correspondents. 

§ 70. The London money market : the acceptance houses. — 
The principal dealers in money in London fall into four classes: 
(1) the "joint stock" banks, (2) the London branch establish- 
ments of colonial and foreign banks, (3) the bill brokers and 
discount houses, and (4) the Bank of England, which may be 
regarded as constituting a class in itself. There are also the 
private banks. 
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A few words are first in order, however, on the so-called 
"acceptance houses," which, if not regular lenders or borrow- 
ers of floating money, possess an importance in the market in 
another capacity. The original acceptance houses in London 
are firms which many years ago were mercantile establish- 
ments but which have since developed a business of granting 
acceptances for a commission, without, however, becoming com- 
mercial banks. They began merely by accepting time bills of 
exchange drawn upon themselves against goods purchased 
abroad by themselves, but came in the course of time to act as 
acceptors (and necessarily as drawees) of bills drawn against 
imports made by other English merchants of less consequence 
or inferior standing. One can see how a business of this char- 
acter might arise. Suppose a relatively obscure merchant 
wished to import something from a distant country, but could 
not induce the exporter to ship it against a draft to be drawn 
merely upon him in person. Conceivably he might go to a 
large and well-known house at home and ask it to make the 
import for him on commission. In such a case the exporter 
would draw upon this well-known house. But another plan 
is possible, and this other plan long ago came into fashion in 
London. The greater mercantile house tells the lesser mer- 
chant, in effect, to make the import himself but to instruct the 
exporter to draw on it, and it undertakes to accept, and there- 
fore of course to pay, the draft, and to inform the exporter 
that it will do so. For this service the greater house charges 
an acceptance commission. It will require the small merchant 
to put it in funds in time to pay the draft at its maturity. 
This time may be deferred long enough to permit the arrival 
and sale of the goods meanwhile, this result being accom- 
plished by having the draft of the exporter drawn at a suffi- 
ciently lengthy term of usance to make it possible. Evidently 
we have here practically the same piece of business as that 
done by a bank proper when it issues a commercial letter of 
credit authorizing a time draft or drafts on itself, as already de- 
scribed. The London acceptance houses, originally mercantile 
establishments, have, in general, abandoned actual trade and 
have specialized in acceptances and in certain lines of finance. 
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They once had possession of the acceptance business, and the 
more recent entry of the regular banks into this field has been 
something of a blow to them. In later days they have come 
to act as financial agents of foreign governments and corpora- 
tions, aiding them in the sale of securities in London. The 
acceptance house is technically distinguishable from a bank in 
that it pays claims against itself, not in cash over the counter, 
but by a check drawn on a bank proper. The directors of the 
Bank of England have often been selected in great part from 
among the members of the accepting firms. 

§ 71. The joint stock banks. — The class of money-dealing 
institutions customarily designated in London as the "joint 
stock" banks are thus named because they are incorporated, 
but they are really placed in a group by themselves because 
they are the great commercial banks. There are four discount 
companies not included in the group, despite the fact they are 
incorporated or "joint stocked." This is because they are not 
true commercial banks. The business of the London joint 
stock banks is generally, though not precisely, similar to that 
of the large commercial banks of the greater cities of the 
United States. 

Of the joint stock banks, nine have the distinction of be- 
longing to the London clearing house. A tenth member of 
the latter body is the National Bank (of the Irish Free State) 
which has a number of London branches or offices. Among 
the clearing banks there is a group, known as the "Big Five," 
which wholly overshadows the others. To measure the mere 
size, importance, or "banking power," of different banks, the 
simplest method is to compare the totals of their assets as 
shown in their balance sheets (or the totals of their liabilities, 
which necessarily comes to the same thing) . This suffices for 
general purposes. Taking figures for June, 1930, 7 we find the 
Big Five had aggregate assets of £1,869,900,000 ($9,098- 
900,000 converted at $4,866 = £1), while the aggregate assets 
for the remaining clearing banks, including the National, was 
£222,700,000. Thus, the Big Five had almost 90% of the 

7 "Weekly averages" for June, 1930, as tabulated in the London 
Bankers Magazine, August, 1930, p. 293. 



232 FOREIGN EXCHANGE 

banking power of the group. Each of the Big Five is the 
product of a long history of mergers or amalgamations. 

We give below certain figures that seem to possess sufficient 
interest despite the fact they hold good only for the time men- 
tioned, the middle of 1930, while England was still on the 
gold standard. 

Total Assets of Five Greater London Banks 
(June 30, 1930) * 

Branches 

or Offices £ $(4,866:1) 

Midland Bank 2,080 436,900,000 2,126,000,000 

Lloyds Bank 1,800 419,000,000 2,039,000,000 

Barclays Bank 2,050 379,000,000 1,844,000,000 

Westminster Bank 1,035 334,100,000 1,626,000,000 

National Provincial Bank 1,300 308,300,000 1,500,000,000 

* London Economist, Banking Supplement, October 11, 1930. 

Total Assets of Three Largest New York Banks 
(June 30, 1930) 

Chase National Bank $2,649,000,000 

National City 2,078,000,000 

Guaranty Trust 2,038,000,000 

Bank of England 
(July 2, 1930) 

Total assets of the Banking Department £152,000,000 

For the reader possessed of a general familiarity with bank 
statements and with American banking conditions, a few ob- 
servations concerning the foregoing balance sheet are in order. 

Capital. — "Paid up share capital" is of course the same item 
as "capital" or "capital stock" in an American statement. 
But the share capitals of a number of the London joint stock 
banks are only partly paid up. The amount paid in alone 
appears as the stated capital in the balance sheet. Running 
a bank with a partly paid capital is English custom and is in 
contrast with custom and with legal requirements in the 
United States. The Midland has three classes of stock, of 
which the second and third only are fully paid. The first 
class of stock, consisting of 2,869,079 shares of a par value 
of £12 each, is partly paid up, £2% having been collected on 
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each share. The unpaid balance, more than £28,000,000 in 
this instance, may be called from the shareholders if this action 
should become necessary to satisfy the claims of the creditors 
of the bank. This assessable balance due on the subscribed 
capital is the last line of defense which a joint stock bank has 
against failure to pay its creditors in full. 

Beneath is a condensed balance sheet for the Midland Bank 
for June 30, 1930: B 

Balance Sheet op the Mildand Bank 
(June 30, 1930) 
Liabilities Assets 

(1) Paid up share (6) Cash and bal- 
capital £14,091,201 ance with Bank 

(2) Reserve fund ... 14,091,201 of England .... £37,078,737 

(3) Current, deposit, (7) Balances with 
and other accounts 381,997,591 other banks and 

(4) Acceptances and checks 18,267,101 

confirmed credits. 17,236,143 (8) Money at call 

(5) Engagements on and short notice 22,589,395 
account of cus- (9) British govern- 

tomers 9,476,597 ment and other 

securities 33,920,317 

(10) Bills discounted. 64,408,573 

(11) Advances to cus- 
tomers 214,616,545 

(12) Liability of cus- 
tomers' accept- 
ances, credits, etc. 26,712,740 

(13) Other items ... 19,299,325 

£436,892,733 £436,892,733 



In the case of some banks, the unpaid balance is divided 
into two parts referred to respectively as "callable" and "re- 
served." To explain this, there are two purposes for which a 
company might demand money from the shareholders on ac- 
count of the unpaid balance. One is the development or ex- 
pansion of the business, the other the payment of the claims 
of creditors of the company, which the assets do not suffice to 
meet. The entire unpaid balance on the shares is always as- 

8 From somewhat fuller balance sheet which may be found in the 
London Economist, Banking Supplement, Oct. 11, 1930. 
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sessable for the latter purpose. This is determined by the 
legal principles governing the liability of corporation share- 
holders. Where the division of the unpaid balance into "call- 
able" and "reserved" is in effect, the part (or it might be the 
whole) entitled "reserved" may not be called for the mere 
purpose of business development, being reserved for the sole 
object of paying creditors in case of need; while the part known 
as "callable" is still assessable for general business purposes, 
provided, of course, proper authority within the corporation 
determines upon such an assessment. 

Reserve. — This is virtually the item known as surplus in the 
United States. The Bank of England has its own peculiar 
name for this account, namely, the "Rest." 

Current and Deposit Accounts. — The deposit liabilities of 
English banks, using the word deposit in the broader sense 
more common in America, are separable into two chief sub- 
divisions: (a) "current accounts" and (b) "deposit accounts." 
The first are deposits payable on demand and subject to check, 
and are commonly non-interest-bearing. They are the Eng- 
lish equivalent of our American commercial deposits or check- 
ing accounts. The second, often referred to as "deposits at 
notice," are accounts which the customer may withdraw only 
after giving notice (of a week or two), and upon which the 
bank pays interest, at a deposit allowance rate. The bank 
will commonly waive its right to notice of withdrawal in 
connection with these accounts. 

Acceptances. — Accounts 4 and 5 are exactly balanced by 
account 12 in the column of assets. "Acceptances" and "con- 
firmed credits" should be self-explanatory to us by this time. 
"Engagements on account of customers" consist of commit- 
ments of the bank under contracts for the sale or purchase of 
exchange for future delivery (or "forward" exchange), covered 
by equal and opposite commitments of customers to it, or of 
indorsements on bills of exchange sold, creating a contingent 
liability covered by equal liability of prior parties in favor of 
the bank. 

Chief Earning Assets. — The chief earning assets of the Mid- 
land are shown in accounts 8 to 11 as numbered in the balance 
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sheet presented above. At the time of this particular balance 
sheet, nearly two-thirds of these assets are constituted by ad- 
vances or loans to the bank's own customers. Lying closer to 
our present interest is the amount currently invested in the 
bills of exchange of commerce. This amount falls within item 
number 10 but is not separated out there. Item 10 includes a 
very large value held in "treasury bills," which are the in- 
struments of continuing short-term borrowing by the English 
government. 

The relations of the Midland to the bill market are reflected 
in accounts 4, 8, and 10. Account 4 shows us that at least 
many millions of pounds sterling of commercial bills are out- 
standing as the acceptances of the Midland. This is a con- 
tribution to the supply of bankers' acceptances afloat in the 
London money market. Account 8 shows £22,000,000 loaned 
at call and short notice. It is known that a great part of this 
money is placed with bill brokers who use it to carry the bills 
which they handle. In account 10 there must be millions of 
pounds invested in bills of commercial origin. 

The larger London banks in present times have foreign de- 
partments which deal actively in exchange on countries foreign 
to England. It is not necessary to go very far back into his- 
tory to find a time when London had but small dealings in 
bills on other countries, because settlements were made so 
nearly exclusively in sterling. 

§ 72. The bill brokers and discount houses. — In London 
there are two classes of dealers in money whose funds are 
employed almost exclusively in bills. These are (1) the bill 
brokers and (2) the discount houses. 

The original or so-called "running" broker, now compara- 
tively rare, was a functionary who searched out those with 
bills or notes for sale and those ready to buy them, carried 
the instruments from seller to buyer, and performed this 
service for a commission. But the dominant type of bill 
broker of the present day actually purchases and resells the 
paper which passes through his hands. He buys sterling bills 
from local mercantile drawers, and from foreign banks with 
offices or correspondents in London, and from such other 
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banking houses as make a practice of selling bills which they 
have once bought. While the larger banks make it a general 
rule not to sell a bill which has come into their own owner- 
ship, they sell many bills as agents of foreign banks. The 
larger banks also buy bills from the broker freely and also 
lend him much money for his operations, so they are in con- 
stant business relations with him. 

The rate of discount named by the bill brokers as the basis 
of their purchases of any given class of bills is known as the 
"market rate" for this class. When banks buy bills from 
their ordinary customers, private persons or foreign banks 
which have them as correspondents, they likewise exact this 
same market rate. But when they buy the same instruments 
from the brokers, as distinguished from ordinary customers, 
they shade the market rate by about % or %%. The broker 
lives upon this special concession. We shall see presently why 
it is open to him. 

The following table shows how the profit made by the 
broker on an individual bill may be calculated: 

The Broker's Profit on a Turnover of a £1,000 Bill 

Suppose a broker purchases a £1,000 bill with 93 days to run on 
the basis of a discount rate of 3%% per annum, and sells this bill 
on the same day to a bank at a discount rate of 3%% per annum. 
The following account results (for the sake of convenience we figure 
in pounds and decimals of pounds and omit shillings and pence) : 

Broker's purchase price of bill 

One year's discount = 3%% of £1,000 

= £35 
93 days' discount = »% 6 5 X £35 

= £8.918 
Price paid by broker for bill = £1,000 — £8.918 

= £991.082 

Broker's selling price of bill 

One year's discount = 3%% of £1,000 

= £33.75 
93 days' discount = 9 %65 X £33.75 

= £8.599 
Selling price to bank = £1,000 — £8.599 

= £991.401 
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Broker's profit 

Selling price £991.401 

Buying price 991.082 



£ .319 

£.319 is about 6s. 5d. This profit figures at about the rate of 
%2 of 1% of the broker's temporary investment in the bill. 

The broker makes in this case a profit of about % 2 of 1% on 
the turnover. If he could perform this operation 300 times 
a year with the capital of £991, he would make 300 times % 2 
or only 9%% P er annum for his capital and his own trouble 
and risk. This capital is itself largely borrowed from the joint 
stock banks on call, at an average interest cost under the con- 
ditions of this example of, say, 2% % per annum. The broker's 
net interest gain is then about 6%% per annum. These figures 
are not advanced so much as giving an accurate representation 
of the actual average gains of brokers in London, as by way 
of showing the manner in which they may be calculated. 

Since the bill brokers operate with capital borrowed from 
the banks and sell bills to the banks at reduced discount rates, 
and thus make a middleman's profit, the question arises why 
the banks do not take steps to eliminate the brokers. The 
explanation is that the banks usually have a greater supply 
of funds than they can lend to their own regular customers or 
depositors, and they find it advantageous to place some of 
the surplus in bills bought from the brokers. The latter spend 
their time in becoming specialists on the personal credit of 
the various individuals and firms that offer bills for sale in 
the market, and go about gathering the instruments up, and 
sell them with a guarantee. One of their greatest services to 
the bank is that they enable it to purchase selected maturities 
and thus to obtain a proper marshaling with respect to due 
dates, of the whole body of bills it holds, or its so-called port- 
folio of bills. Special circumstances apart, the ideal portfolio 
will contain a body of bills maturing day by day in substan- 
tially equal portions, a lot falling due to-day, an equal one 
to-morrow, and so forward. Under this arrangement a fraction 
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of the fund invested in bills will be released each day: no 
special need for cash appearing on the day, it may be invested 
again in new bills. But the nature of the bank's business 
makes it highly desirable that these daily releasings of funds 
should actually take place. Now the banker may discount 
many bills for his own depositors. If these do not happen to 
be marshaled in exactly the right manner with respect to 
maturities, the broker can furnish bills with such due dates 
that when they are added to those already on hand the whole 
portfolio will mature in proper sequence. The broker deals 
with so many banks that he is practically able to select from 
his stock bills of the character desired by the particular bank- 
ing customer. It is doubtful whether the banks could supplant 
the broker with advantage. At any rate they do not do so. 
He works on day to day advances of capital chiefly made 
by the banks and lives on a differential granted by them, 
but he appears to return full value in services for these con- 
cessions. 

The discount house differs from the bill broker or bill broking 
firm in degree rather than in kind. It is a house with a larger 
capital which makes a practice of holding a greater proportion 
of bills till their maturities. To do this it must employ more 
capital, in proportion to the number of bills handled, than 
does the broker. Historically, the discount houses are out- 
growths of the bill broking firms. Most are partnerships, but 
there are at present four that are incorporated. 9 The funds 
employed by the discount house consist (1) of its own capital, 
(2) of interest-bearing deposits on demand, (3) of interest- 
bearing deposits at notice, and (4) of moneys borrowed from 
the joint stock banks at call and short notice. The discount 
house is a little though not altogether like a savings bank 
which employs its depositors' funds in the purchase of bills 
instead of the purchases of mortgages and long-term securi- 
ties. The rate of interest allowed on deposits at notice is 
higher than upon those payable on demand. A striking differ- 
ence between the discount house and the bank lies in the 

9 In order of size, Union Discount Co., National Discount Co., Alex- 
anders Discount Co., and Gillett Brothers Discount Co. 
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composition of the earning assets. The discount house will 
have from ten to twenty times as high a fraction of these 
assets placed in bills as will the bank, but their reports do not 
show what part of this fund is in treasury bills and what part 
in bills of commerce. 

§73. The branches of colonial and foreign banks. — In 
addition to the native banks of London, and in addition to the 
branches of numerous Scottish and Irish institutions, the 
British capital has in present times the greatest assemblage 
ever formed in one place of branches set up by banks from all 
parts of the world. There are branches of the banks scattered 
over the immense domain once called the "British Empire," 
known as "colonial" or "dominion" banks; and branches of 
many banks of British origin, with British capital and control, 
located in foreign countries. Also, there are branches main- 
tained by a great number of the most powerful banks of the 
countries of Europe. To the whole there may be added a 
number of London offices operated by some of the larger in- 
stitutions of the United States. The dominion companies now 
represented in London comprise 5 Canadian, 13 Australasian, 
4 African, and 6 Indian banks. 

Of course only a fraction of the huge resources of the world's 
banks represented in London 10 are employed there. Never- 
theless, the London branches of these banks serve as gateways 
to the London money market and tend to augment both the 
demand for and the supply of loanable funds which come to- 
gether there. The relation of these banks to London tends 
also to maintain the custom of settling commerce by means of 

10 Among notable banks "represented" in London, the following may 
be listed: Bank of Montreal, Canadian Bank of Commerce, Royal Bank 
of Canada, Bank of Australasia, Bank of New South Wales, Bank of 
New Zealand, Standard Bank of South Africa, Barclays Bank (Domin- 
ion, Colonial and Overseas), Chartered Bank of India, Australia and 
China, National Bank of India. 

And : Anglo-South American Bank, Bank of London and South Amer- 
ica, Anglo-International Bank, Anglo-Portuguese Colonial and Over- 
seas Bank, National Bank of Egypt, Ionian Bank, Ottoman Bank, 
Imperial Bank of Persia, London and Eastern Trade Bank, Hong Kong 
and Shanghai Banking Corporation, Yokohama Specie Bank, etc. 
Cr6dit Lyonnais, Credito Italiano, etc. 
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sterling drafts and thus to sustain the eminent position which 
London has had as a financier of the trade of the globe. 

It is not to be forgotten that a vast number of banks have 
a fairly close contact with the London bill market through 
their correspondents, even if they possess no London offices of 
their own. There are also not a few private banking houses 
with London agencies, or with joint accounts or other similar 
arrangements with local British private bankers, which enter 
into the English money market. A bill of foreign commerce 
may come upon the London money market through the portals 
of any of these correspondents, branches, or agencies. At 
times, foreign institutions will be the purchasers of London 
bills, thus keeping some of their capital in the form of sterling 
and employed at interest in London. 

§ 74. The Bank of England. — The famous establishment 
known as the Bank of England is divided into an "issue de- 
partment" and a "banking department"; and these two are 
really quite distinct. The first named has entire charge of 
the issue and redemption of Bank of England circulating notes, 
and this, coupled with the holding of the assets to secure the 
same, is its only business. These notes, in denominations of 
10 shillings, 1 pound, 5 pounds and upwards, are the only full 
legal tender money for England that can be created or re- 
newed under the law as it stands to-day. The minting of gold 
coin is no longer provided for. 11 Under the gold standard act 
passed in 1925 (whose operation is in legal theory in present 
times merely suspended), the Bank is obligated to redeem 
its notes in gold bullion alone, and only in bars of approx- 
imately 400 ounces troy of fine gold per bar. Redemption 
in gold coin, or in small amounts, is no longer required 
by law. The rate of redemption is 1 ounce of fine gold for 4 
pounds 4 shillings and 11.45 + pence of notes (or as the law 
expresses it, 1 ounce of standard gold, 1 % 2 ths fine, for 3 
pounds 17 shillings and 10% pence of notes). England has 
adopted the gold-bar standard, as it may be called. There 

11 The historical gold coin retains its full legal tender power, pro- 
vided its loss of weight through abrasion has not exceeded the old legal 
limits, but the new English monetary plan makes no use of gold coin. 
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are good grounds, which we shall not discuss at the moment, 
for saying that the Bank of England notes, instead of the gold 
metal which they represent, constitute the standard money 
of the country, even when the gold standard is being main- 
tained. 

Against the notes outstanding at any moment, the issue de- 
partment holds assets having an exactly equivalent book value. 
These assets are divided into two parts, (1) British govern- 
ment debt and other securities (and a small and legally limited 
amount of silver coin), and (2) gold bullion (valued at £3 
17s. 10y 2 d. per standard ounce, as explained above), including 
any old style gold coin at its old legal tender rating. In con- 
sequence, the entire issue is thought of as divided into the two 
parts known as (1) the "fiduciary," and (2) the "covered" 
issue. The portion of the notes that is offset by gold is the 
"covered" issue. The condition of the Issue Department, 
October 1, 1930, was as follows: 

Issue Department 
(October 1, 1930) 

Liabilities Assets 

Notes issued Government debt . . £11,015,100 
In circulation .... £359,386,483 Other government 

In banking depart- securities 232,894,634 

ment 56,232,482 Other securities .... 11,627,417 

Silver coin 4,462,849 

£415,618,965 

Fiduciary issue 260,000,000 

Gold 155,618,965 

£415,618,965 

Under existing law, the amount of the fiduciary issue is fixed 
at £260,000,000. But it can be altered by joint action of the 
Bank and the government Treasury, though it can be in- 
creased by these authorities only for a limited period (at the 
most, two years). Under the system as normally operative, 
notes issue only for gold taken in by the issue department to 
be held by it, and notes are retired only by the giving up of 
gold for them by this department. Thus, the Bank of England 
note is somewhat like an American gold certificate. If the 
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amount of the fiduciary issue were not subject to alteration, 
this note would have a very great resemblance to our gold 
certificate. Bank notes held as cash by the banking depart- 
ment are regarded as notes outstanding. They are outstand- 
ing as against the issue department even if not at the time 
in general circulation. 

The Bank of England that presides over the London money 
market, the "Old Lady of Threadneedle Street," is really the 
banking department of this institution. It is this department, 
which holds as deposits the reserves of the joint stock banks, 
and which from time to time raises its discount rate to check 
overexpansion, or "correct" the exchanges, or influence the gold 
movement. If it were not for the possibility of the expansion 
of the fiduciary note circulation at the request of the Bank 
as an aid in great emergencies, the issue department might 
about as well be an independent institution or a government 
office. 

The banking department keeps its own separate cash re- 
serve. It keeps it almost wholly in the form of notes of the 
issue department. It has to give up gold to obtain these notes, 
and holds them instead of gold. In fact they are money and 
they are legal tender, and the gold metal is not money and is 
not legal tender. Below we give an example of a balance sheet 
of the banking department, dated October 1, 1930: 



Banking Department 
(October 1, 1930) 

Liabilities Assets 

Proprietors' capital. . £14,553,000 Government securi- 



Rest 

Public deposits .... 

Other deposits: 

Bankers £61,317,731 

Other 

accounts 34,789,325 



7 day and other bills 



3,719,847 ties £44,536,247 

31,645,391 Other securities: 
Dis- 
counts 
and ad- 
vances £11,916,677 
96,107,056 Securi- 

2,143 ties ... 22,157,669 

34,074,346 

£136,027,437 Notes 56,232,482 

Gold and silver coin 1,184,362 



£136,027,437 
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The banking department is essentially a great commercial 
bank, in that it receives demand deposits and conjointly makes 
short-term advances and loans (buying a bill from somebody 
is making him an advance). However, it is not an ordinary 
commercial bank but is the world's most celebrated central 
bank. 12 

§ 75. The Bank Rate in times of monetary ease. — In London, 
the Bank Rate means a rate of discount determined upon and 
made public by the directors of the Bank of England, at which 
the banking department stands ready to discount or purchase 
certain classes of bills. In a more formal way, it is known as 
"the official minimum discount rate of the Bank of England." 
This has been through the years the most widely reported 
and most carefully studied money rate in the world, but its 
relationship to the rates at which actual business in bills is 
transacted in the London money market is not a perfectly 
simple subject. 

In discussing the bank rate we easily fall into the way of 
speaking of its relation to "the" market rate, as if to imply 
there is a single rate for money in the London market. In 
fact, there are always numerous distinct discount and interest 
rates in force in any money center. Their differences depend 
primarily on term of advance and character of security. In 
London a few of these rates are customarily set with reference 
to the bank rate, or are based upon it, such as the deposit 
allowance rates, the rebate rate, and the rate applied to many 
trade bills, and these are therefore like the bank rate fairly 
stable. 18 Others are less intimately associated with the bank 
rate and fluctuate freely, sometimes showing daily variations. 
These free market rates, however, rise and fall very much as a 
group. It is true the spacings or spreads between the different 
individual rates may alter to a degree, but they move as a 
body or somewhat as a constellation. Now when one speaks 
of the relation of the bank rate to the market rate he really 

12 It banks for the British government but is not owned or operated 
by that government. 

13 The bank rate may remain unaltered through a period of perhaps 
six months. Again it may be changed several times a month under 
unsettled conditions. 
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has in mind the entire group of variable market rates rather 
than any single one of them. If the term "market rate" is 
used in a single and specific sense, it will usually mean the 
rate of discount charged by the bill brokers (and by the banks 
to customers of theirs other than the bill brokers) on prime 
bankers' acceptances with ninety days to run, payable of 
course in London and in sterling. 

To make the significance of the bank rate really clear, we 
must distinguish between conditions of ease and conditions of 
stringency in the London money market. In times of ease the 
bank rate is rather a nominal figure. In these times it derives 
such importance as it has from being an index of the market. 
And it is this for the simple reason that in these times the 
governing body of the bank makes it a practice to set the rate 
at some fairly even figure not far above the market rates for 
prime bills. Thus if the latter were at say 3% and 3%%, the 
bank rate would probably be standing at 3%%, unless per- 
chance it had been placed at 4% in anticipation of a rise in 
the market rates in the near future. Under conditions of 
monetary ease the bank rate is symptomatic of the market 
and is governed by it. In periods of stringency the bank rate 
assumes a higher degree of importance. As the saying goes, 
it becomes "effective." 

One of the important activities of the Bank of England is 
the discount of bills of exchange. But this business breaks 
into two distinct lines, namely, (1) discount for the bank's 
own regular mercantile customers, and (2) discount (i.e., re- 
discount) on occasion for the bill brokers and certain types of 
banking houses which do not seek accommodation at the Bank 
of England when loanable funds are abundant in the market. 
The first might be called the bank's private and regular, the 
second its emergency discount business. Its activities in its 
private discount business are comparable to those of the or- 
dinary joint stock banks in the same line, and in this business 
it does not observe its own official discount rate when this is 
above the market, but accommodates its customers at the same 
rates the other banks give. In times of general monetary ease, 
there will be no emergency discounting at the Bank of Eng- 
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land, and there will be no discounting anywhere of "prime" or 
first class bills at Bank Rate. 14 

§ 76. The Bank Rate and rediscounting in times of strin- 
gency. — The Bank of England is then to a degree a competi- 
tor of the joint stock banks from which it has very large 
deposits interest free. The justification is that it has its own 
earnings to look after in the various periods of monetary ease 
when it is getting no emergency business. Now, without mak- 
ing any express acknowledgments that it is under peculiar 
obligations, the Bank of England in point of practice keeps 
its private discount business within limits and contrives to hold 
its discounting power mainly in reserve in order to take care 
of the general money market in times of stringency. It is the 
custom of the bank to follow this policy, and London and the 
government and the nation expect it to do so, although there 
is no legislation making it compulsory. This is the British 
way. 

The method by which the city secures relief from the bank 
under conditions of strain is that of rediscount, and the Bank 
of England belongs to the class known as banks of rediscount. 
But it will not be the greater joint stock banks which will do 
any of the rediscounting. It is not their practice to sell a bill 
once bought, even though theirs is the business in which a 
monetary stringency makes its earliest and clearest appear- 

14 The Bank of England does not buy foreign bills. The meaning 
of this is that it does not take bills payable in countries foreign to 
England. It will discount bills payable in England in sterling, but of 
foreign origin. A bill drawn by an American merchant on a London 
acceptance house, accepted by the latter and indorsed, say, by a bill 
broker, would be a foreign bill in the sense that it is an exemplar of 
foreign exchange when viewed from the standpoint of the world at 
large. When in England, this bill is in the country where it is payable, 
though it is of foreign origin. The Bank of England would take such 
a bill as having two British names, including a British acceptor. 

The Bank of England does not purchase bills in the market. This 
means that it does not buy bills from sellers generally but deals alone 
with persons or institutions having deposits with it. The statement is 
misleading to the uninitiated because it suggests that the bank does 
not discount bills that have been in the market, whereas at times it 
does a great business of this kind by rediscounting for brokers and 
bankers having accounts with it. 
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ance." When the market seeks to pass some of the bur- 
dens 16 of the moment to the central bank, the proceedings in 
London are peculiar to that city. 

The joint stock banks find their reserves becoming too low. 
Thereupon they fall back upon one of their most liquid assets, 
the one listed in their balance sheets next to their "cash in 
hand and at the Bank," namely, the call and short-term loans 
which they have made to the bill brokers and discount houses. 
They exercise their privilege of terminating, or calling, these 
loans and this imposes upon the bill dealers the necessity of 
paying them off in cash. But the bill dealers have invested 
all this call and short-term money in bills, and to return it to 
the banks they must sell all or most of their bills. Usually 
they sell bills to the banks themselves, but not now, because 
now the banks are not buying bills, at least in the usual quan- 
tities, being engaged in converting assets into cash rather than 
converting cash into bills or any other kind of paper assets. 
The Bank of England now stands as a place of refuge for the 
bill dealers. If the stringency is severe, a veritable rush into 
the bank may ensue. As they say in London, "the market 
has come to the Bank" or "the bill brokers are in the Bank." 
On these occasions the central institution undertakes to provide 
accommodation, but charges the official bank rate, meanwhile, 
in case of need elevating this rate. 

The immediate results of this process are two: an increase 
in the reserves of the joint stock banks and a decrease in the 
reserve of the Bank of England. The first result comes about 

15 In the United States direct borrowing and rediscounting at the 
Federal Reserve banks by the ordinary member banks, even the very 
large ones, is not only entirely in order but is a method of making 
our system work. 

16 The burden in question is that of exchanging cash for time paper 
or promises to pay in the future. A period of strain is one in which 
demands for cash on the part of the depositors are too heavy for satis- 
faction from the existing reserves without embarrassment. So it be- 
comes necessary to convert some of the assets other than cash into 
cash. For this purpose the joint stock banks might sell, or rediscount, 
bills from their portfolios, but this is what they do not do in practice. 
Instead, they convert their call loans to bill brokers, another asset, into 
cash. They do this indirectly by the aid of the Bank of England, and 
it is practically all one to that institution which way they follow. 
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practically in this manner. The bill brokers use the proceeds 
of their rediscounts and loans on collateral at the Bank of 
England to pay off their call loans at the joint stock banks. 
They draw checks on the Bank of England in favor of these 
banks and the latter simply deposit the checks to the credit 
of their own accounts with the same institution. This aug- 
ments their reserves by increasing that part of reserves known 
as "cash at the Bank of England." That these additional 
deposits, like all the deposits at the Bank of England, are 
subject to withdrawal in cash on demand, goes without saying. 
To what extent the Bank of England will begin to lose cash 
depends on circumstances, but more upon the international 
gold movement than upon domestic conditions. If gold ex- 
ports are taking place from London, the Bank of England is 
likely to have to supply a large part of the metal. That is, 
some one planning to export gold will turn up at the bank with 
checks payable by it and ask for payment in notes and demand 
their redemption in actual specie, or will demand it on account 
of his own deposit credit. We speak of normal or gold-stand- 
ard conditions. 

The decrease in the reserve of the Bank of England ensues 
whether or not the joint stock banks make cash withdrawals 
from their deposits, though the effect on the reserve is much 
greater if they do make such withdrawals. We have here to 
recall explanations first made in §§ 19 and 20. If no with- 
drawals of deposits are made, the percentage of the reserve of 
the bank is reduced because its deposit liabilities have been 
expanded without its having received any inpayments of cash. 
Total demand liabilities having increased and total cash hav- 
ing, as we assume, stood still, the cash bears a smaller pro- 
portion to the liabilities than before. This decline in the 
percentage of the reserve is properly spoken of as a decrease 
in the reserve, even when there has been no absolute falling 
off of the cash on hand, because it is the proportion of the 
reserve to the reserve-bearing liabilities, and not the absolute 
amount of cash in vault, which determines the strength of a 
bank's position. 

If. cash, withdrawals are made, the absolute amount of the 
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cash on hand is reduced, and the percentage of the reserve is 
reduced in greater degree than under the first supposition. 
The Bank of England's discounting and lending power is 
hardly unlimited. When as a consequence of its aiding the 
market it finds its reserve beginning to decline, it must take 
steps to prevent this process from going too far for the reasons 
which govern any central bank. Although it is fortified by 
the tremendous traditional public confidence imposed in it, it 
must not allow its reserve to fall to the point which might be 
provocative of a run. The chief preventive it applies in these 
junctures is an elevation of the bank rate. 

When this rate is elevated as a protective measure, an effect 
is produced upon both the domestic and the foreign influences 
impinging on the London money market, but the effect on the 
foreign influences is the more important. It is true an increase 
in the charge for discounts and advances tends to repress the 
demand for accommodation which comes from purely domestic 
sources, or tends to reduce the proportion which the volume 
of paper seeking discount bears to the funds available for 
taking care of it, and thus tends to provide relief from the 
drain. But for London, as contrasted with any other center, 
the domestic effects of increased rates for money have the 
smallest importance relative to what we may call the foreign 
effects, namely the effects upon dealings in other countries in 
sterling exchange and in normal times upon the international 
gold movement. During periods of stress, the bank discounts 
for and make loans to the London market and protects itself 
when necessary by increasing its rate. At such times this rate 
is an effective one, governing actual business. 

§ 77. The group of London money rates. — The following 
list shows virtually all the discount and interest rates of public 
consequence in London: 

1. The Bank Rate, or "Official Minimum Discount Rate of the 
Bank of England" 

2. The market rate, or the rate of discount in the open market 
for prime bankers' acceptances with 90 days to run; asso- 
ciated closely with this is the sub-group of rates for bankers' 
acceptances with other lengths of life 
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3. The open market rates for trade bills (those drawn on mer- 
cantile firms, etc.) varying according to personal security and 
tenor 

4. Interest rate on "day to day'' or call loans 

5. Interest rates on term loans, varying according to term, par- 
ties, and character of collateral 

6. Interest rate known as the "deposit allowance rate," paid by 
joint stock banks for deposits at notice 

7. Deposit allowance rates paid by discount houses for deposits 
at notice and also for deposits at call (the latter being gen- 
erally a trifle lower than the former) 

8. Interest rates paid by banks on the balances of foreign banks 
carried with them 

9. Overdraft rates, or rates of interest charged by banks on the 
overdrafts of other banks carrying balances with them 

10. The retirement rate of discount or "rebate" rate 

11. The arrival discount rates for divers types of bills remitted 
by foreign banks (see next section) 

The table on page 248 is presented simply as a specimen 
from the "Bankers' Gazette," a department of the weekly 
financial magazine, the London Economist. 

§ 78. "Arrival" or "forward" discount rates, and stamp 
taxes. — An "arrival" or "forward" discount rate is a rate of 
discount quoted by a correspondent bank to a corresponding 
bank in a foreign or distant place. To be useful it must be 
quoted by telegraph, as it is in practice. It is applicable to 
time bills of acceptable character drawn payable in the coun- 
try of the correspondent bank. For example, if a London 
bank wires quotations of forward discount rates to a bank in 
New York, these rates are offered as applicable to time sterling 
bills on London to be forwarded by the New York bank. The 
offer may or may not be accepted by the New York bank, 
and if accepted is good for bills shipped at the time of the 
receipt of the quotations. The leading banks in a monetary 
center with a discount market in any country may quote 
arrival rates to banks elsewhere, but here we shall explain 
matters with the aid of an illustration in which a London 
bank is sending out the quotations. There is not one forward 
rate but a plural number of them. They differ according to 
time expected to elapse before the bills- will arrive (mail 
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time) and according also to the character or class of bills. If 
the New York bank appraises a bill as belonging to a given 
class and thus as coming under a certain quoted arrival rate, 
this appraisal must of course be confirmed or accepted by the 
London bank. There seems to be no difficulty connected with 
this matter in practice. 

When a London bank wires a forward discount rate to a 
New York bank, and the latter accepts the offer and ships a 
bill under it, the London bank's undertaking is that it will 
discount or procure the discount of the bill at that rate on 
its arrival, whatever be the position of the then current market 
rate in London; and the New York bank on its side commits 
itself to abide by the forward quotation whatever the market 
rate may turn out to be. By obtaining and accepting forward 
discount rates, a New York bank which is buying time sterling 
bills, avoids a speculation on the changes that may occur in 
the London money market while each lot of bills is in the mails 
on the way to London. By the aid of these rates it is able 
to free such operations of all elements of speculation. 

As we shall soon show, a buyer of time sterling bills in 
New York must base the dollar price he offers for them per 
pound sterling primarily on two factors, (a) the then ruling 
rate of exchange in New York for sight sterling, and (b) the 
rate of discount at which it will convert into sterling cash 
upon its reaching London. At the time of buying the bill on 
this side, the New York bank knows the latest discount rates 
current in the London market, but it does not know what any 
rate will be five days later. It can speculate on this point, 
or alternatively it can procure and accept a forward discount 
rate from its London correspondent. In this, the alternative 
case, the London bank shoulders the speculation. It has 
superior opportunities to predict the future course of London 
rates. If its arrival quotation turns out higher than the actual 
market rate of the day when the bills come in, it makes a. 
gain, if lower, a loss. On the average, it cannot make very 
great gains, otherwise the American bank would fall to taking 
its chances on the market rate. It is only by reason of the' 
existence of the arrival rate that the calculation of the value 



252 FOREIGN EXCHANGE 

of a long sterling draft in New York can be made perfectly 
definite. 

Stamp Tax. — The price in one center of time bills on a 
foreign center, depends, then, in large part on the discount 
rate of the foreign, i.e., the domicile, city. It also may depend 
in a minor degree on a stamp tax. Where there is a stamp 
tax on bills of exchange levied in the domicile country, and 
especially where the tax is nominal for sight bills but not 
nominal for time bills (as in England), the stamp tax is a 
factor in the spread between the long and the sight rates of 
exchange. This book does not attempt to give the detail of 
the stamp taxes levied in different countries. But in forth- 
coming computations we have to deal, by way of illustration 
of general rules, with the long rates in New York on London. 
These involve the English stamp taxes on drafts, which are: 

For any check, or sight draft, or draft payable 

within three days after sight 2d. 

(This tax is independent of the amount of 
the draft.) 

For time bills of £100 or more, per each £100 

or fraction thereof Is. 

(A tax of 1 shilling per 100 pounds runs at 
a rate of %o of 1%. There is a schedule show- 
ing the tax on time bills for varying amounts 
under £100.) 

Thus a check on London for £25,000 would pay a tax of 2d. 
in England, while a 60 days draft for the same amount would 
pay £125! 

§ 79. The life history of a bill. — Bills domiciled in London, 
bills that come there to finish their life histories arise in all 
parts of the world as well as in Britain itself. Such of these 
as are time bills become London acceptances, and it is in these 
acceptances that the city's short-loan fund is in good part 
invested. This fund includes (1) that part of the resources 
of the great deposit banks which they think it wise to keep 
employed in the "liquid" and ever revolving mass of bills; (2) 
resources offered from time to time by the branches and 
agencies of foreign and colonial banks ; (3) those offered by other 
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foreign banks through their London correspondents; (4) the 
day-to-day and short-term money that the bill dealers bor- 
row from the banks and keep employed in bills, along with 
any capital of their own; and (5) the capital and the interest- 
bearing deposits of the discount companies. As we have seen, 
the Bank of England is ordinarily interested only in a com- 
paratively small way, but in times of stress the bill dealers 
may be rediscounting with it and borrowing from it on a large 
scale. British treasury bills, running for short terms, compete 
with commercial bills for the attention of the same dealers and 
for the same fund. In the main, the ultimate buyers of bills 
are the big banks and the discount companies and at times 
the colonial and foreign banks. Formerly foreign banks kept 
in London revolving funds of first-class sterling acceptances 
which they counted as part of their virtual gold reserves, 
whether under a gold standard or a gold-exchange standard. 
The first or original sellers of bills are in the main the ac- 
ceptance houses, the branches of foreign and colonial banks, 
and the great banks when acting as correspondents of foreign 
exchange banks. 

Let us by way of recapitulation trace the life history of 
some bill to and through the market. We may take one 
originating in Brazil under a sterling bank credit. A Brazilian 
exporter of goods to Spain, having been made the beneficiary 
of a credit issued by the Spanish importer's bank, draws a 90 
days draft on a London bank, with shipping documents at- 
tached; all in harmony with the story told in earlier pages. 
The Brazilian succeeds in selling the draft for milreis at the 
port of export. The buyer, we shall say, is the branch there of 
the Anglo-South American Bank, Ltd. The bill is forwarded 
to the London office of this bank as speedily as possible, and 
is presented for acceptance to the drawee bank. Acceptance 
is obtained and the documents, or such of them as are left on 
the bill, are surrendered to the accepting bank, and the bill 
becomes "clean." The main original documents may have 
gone directly to the Spanish bank to expedite the handling of 
the goods at the point of import. The London office of the 
Anglo-South American bank now has a London bank accept- 
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ance for sale, unless, indeed, it should care to carry the instru- 
ment itself as a way of investing its own funds. Every 
morning bill brokers call at this office to see what in the way 
of bills may be there for sale. The rate of discount quoted 
by these intending buyers is the market rate for the moment 
for the class of bill in question. We assume now that this 
particular instrument is sold to one of the brokers. His 
ordinary course will be to resell it very soon to one of the 
buying banks. This bank buys from him at a rate a shade 
lower than the market, that is, pays him a present price for 
the bill a shade higher than the price he paid. This affords 
the bill broker his profit. Why the banks cooperate in a 
scheme of action like this has already been explained. In the 
usual case, the acceptance is now at rest in the possession of 
its last holder, the one that will keep it till maturity. 

§ 80. The exchange rate for time bills. — The great ma- 
jority of foreign time bills the world over are drawn payable 
a stated time after sight rather than after date. We shall 
here be content to illustrate general rules by considering the 
rate of exchange for sterling days-after-sight bills in New 
York. Suppose, then, that a 60 days sight bill for £1,000 drawn 
by a New York banking house on some London bank is offered 
for sale in New York. What can the buyer pay for this instru- 
ment? This will depend on three factors: (1) the rate of the 
day in New York for bankers' sight sterling drafts, or in short 
what is called the sight rate, (2) the London arrival discount 
rate quoted this day for 60 days bankers' bills, and (3) the 
English stamp tax. We shall first calculate the price that can 
be paid for the bill without the purchaser making either profit 
or loss. This will give us what may be called the no-profit 
buying price, and the amount of this price per pound of face 
value of the bill, will be the no-profit buying rate. If the 
price of the £1,000 bill turns out to be $4,834.00, the rate 
would be 4.8340 (i.e., $4.8340 per pound). 

The sight rate in the open market depends upon the supply 
of and demand for sight bills as determined by the needs of 
the whole body of dealers. This supply and demand is affected 
by the operations of the market in all other kinds of exchange 
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than sight bills, being profoundly influenced especially by 
the volume of long bills originating in trade. The manner in 
which dealings in cables and long bills react upon the sight 
rate will be discussed in the chapter on the theory of exchange 
rates. The fact of present concern is that the position of the 
rate for sight drafts is governed primarily by the course of 
the foreign commerce of the nation and by international bor- 
rowings, and is to be taken by the banker, who is figuring a 
buying or selling price for any other type of exchange, as a 
predetermined and given factor in his calculations. 

The rate payable for the time bill on this side will depend 
primarily and directly on the existing sight rate because this 
long bill will either (a) be remitted abroad as a substitute for 
sight exchange to increase the foreign balance, or (b) it will 
be used as cover for a sale of sight exchange, the latter being 
its employment if the foreign balance is already as large as 
desired. In either case, what the long bill is worth in New 
York will depend primarily upon what sight sterling is worth 
at the time. The second supposition is best taken as the nor- 
mal theoretical assumption upon which to calculate the buying 
price of any long exchange. To explain: if the purchased 60 
days bill for £1,000 will yield on arrival a cash credit of, say, 
£993 to the buying banker's London balance, and if there is 
no especial reason at the time for the addition of this sum to 
the balance, the policy indicated to the banker is the sale of 
£993 " of his sight drafts on the local market — this policy 
being founded upon what we ventured in § 68 to call the rule 
of equal sales and purchases. Clearly what the long bill is 
worth to him depends upon what he gets for the sight drafts 
which it will cover, and thus upon the sight rate. The com- 
pleted operation in theory consists of two parts, (a) the 
purchase of the long bill and (6) the countervailing sale of 
sight drafts. One involves an outlay of dollars and the other 
a return of dollars. Together they leave the foreign balance 

17 Not that it is supposed he will in fact find a purchaser for this 
precise amount. Whatever he sells, this particular long bill is respon- 
sible for his ability to draw exactly £993 of demand drafts, and is of 
course to be valued accordingly. 
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unchanged, but afford a profit on this side provided the long 
bill is bought cheap enough. 

Computation in Unabbreviated Form op the No-Propit 
Buying Price for a Banker's Long Bill 

Take a 60 days sight bill for £1,000. 

Sight sterling rate (on day of purchase) 4.87 

London arrival discount rate 4% 

Stamp tax %o% 

No commission charges. 

Cash value of the bill on its arrival in London 

This bill becomes payable in London 63 days after the date of its 
arrival, assuming acceptance to be procured on the day of arrival. 
There are three days of grace. 

63 days discount at 4% will be «% 6 5 of 4% of £1,000. 

This amounts to £6 18s. Id. 

The present avails of the bills are then £1,000 less this 
amount, or £993 Is. lid. 

Net cash value of this bill to the London deposit 

The stamp tax on the bill (Is. per £100) is 10s. This is paid by the 
London correspondent and charged to the remitting bank. 

The present avails of the bill as above £993 Is. lid. 

which equals £992 21s. lid. 

Obtained by deducting £1 from £993 and adding 
it, as 20 shillings, to the Is. £1 = 20 shillings. 1 shil- 
ling = 12 pence, or "12d." 

Less stamp tax 10s. 

Net cash value of the bill £992 lis. lid. 

No-profit purchase price of the bill in dollars 

Amount of demand draft that can be sold against this 

bill £992 lis. lid. 

Which expressed decimally is £992.596 

£992.596 X 4.87 (N. Y. rate) = $4,833.94 

No-profit buying rate would therefore be 4.8339, nearest 
standard quotation being 4.8340 

Taking the data as stated, the computation shows that the 
banker can obtain from the long bill $4,833.94 cash return in 
New York on the day he bought it. For we may assume that 
he can sell the 992 odd pounds of sight drafts on this day. 
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The two parcels of exchange, the long bill bought and serving 
as cover and the sight bill sold against it, may well cross the 
ocean by the same steamer. If it were necessary to give the 
cover one day's start, the turnover would be theoretically 
chargeable with one day's interest on the cost of the long bill. 
The bill yields a return of $4,833.94, and therefore if the 
banker paid exactly this price for it, or bought it at the rate 
of 4.8339, he would make neither profit nor loss in the trans- 
action. 

The account of this operation is restated beneath in a 
modified form. 

A £1,000, 60 days bill bought at 4.8339 costs $4,833.90 

It produces a net (tax free) cash credit abroad on 

arrival of £992.596 

It provides cover for the sale of a demand bill for 

this amount of sterling. 
£992.596 demand exchange sold at 4.87 yields $4,833.90 



Profit (or loss) 

It is clear if a profit is to be obtained when the sight rate is 
4.87 and the discount rate is 4%, the bill must be bought 
under the rate of 4.8339. If, for instance, it could be bought 
at 4.83, a profit of 3 %oo of 1 cent would be made on each 
pound. This would be a profit of about %2 of 1%> or $3.90 
on a bill for £1,000. So large a profit could hardly be obtained 
in fact under normal conditions from the purchase of a prime 
banker's bill. 

To summarize: under ordinary conditions, the rate in New 
York for any particular class of time sterling, that can be dis- 
counted in London, depends chiefly on (1) the current rate 
for prime bankers' sight sterling bills or checks, and (2) the 
London arrival or forward discount rate applicable to the type 
of time bill in question. The New York discount rate or rates 
are normally quite irrelevant. A small factor affecting the 
spread is the English ad valorem stamp tax on time bills. 
This lowers the long rate by almost %0 per pound sterling. 
If, under the prevailing banking competition, a profit is ob- 
tainable in the purchase of a given class of time bills, the 
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amount of this profit per pound is of course an element in 
the spread. 18 

§ 81. A practical or abbreviated computation. — There is a 
short method of finding an answer of sufficient accuracy to 
the problem before us, but the reasoning underlying it is not 
entirely clear to the uninitiated. This method is good enough, 
provided sight sterling lies within the ordinary zone, or be- 
tween the gold points. Thus: 

A Practical Method or Computing the Price of 
the Same Bill 

Discount and tax reckoned on the base of 4.85 

Rate for bankers' sight drafts 4.87 

63 days discount at 4% .0335 

(Taken as 6 % 6 5 of 4% of 4.85, $4.85 being assumed as 
the equivalent of £1, so that the discount on £1 may- 
be converted to U. S. money.) 
Stamp tax, at the rate of %o% (%o of 1% of 4.85) .0024 

.0359 .0359 
No-profit buying price oj the bill 4.8341 

The discount and stamp tax appear in the above tabula- 
tion as decimal fractions of an American dollar, but the real 
discount and tax are in point of fact deductions made in Lon- 
don and in sterling money. 

If the existing sight rate (4.87) were put in the place of the 
4.85, as the base from which to calculate the discount and tax 
in American money, there would be no error in the foregoing. 
Sight sterling fell to about 3.20 at its lowest in New York 
after the war. The practical method could be used with such 
an abnormal rate in force, provided 3.20 were substituted for 
the 4.85. With the amendment that the current sight rate 
must be used as the base, the short method is an exact 
arithmetical equivalent of the true or lengthy one. The reason 

18 When conditions are such that American buyers of long sterling 
are induced to invest in it on a large scale and such investment appears 
especially attractive, the rate for the same might be lifted above the 
point determined the London discount rate and tax. Under such con- 
ditions the New York money rate or rates affect but still do not deter- 
mine the spread. 
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for the use of 4.85 as a constant, where it was so used, was one 
of mere convenience. It made possible the preparation of a 
comparatively simple set of tables showing the buying prices 
for bills at various discount rates. 

§ 82. The rates for merchants' long bills. — If under a 
letter of credit a New York merchant draws a time draft on 
a London banking house, the method of calculating the rate 
at which this bill will sell in New York will be amended only 
by the possible addition of a factor for commission (payable 
abroad) and for profit (taken at home) . 

Banker's Buying Price for Merchant's 90 Days Sight 
Draft on London Bank 

Sight rate, or rate for bankers' sight drafts 4.85 

93 days discount at 3% (»% 6 5 X 3% of 4.85) .0371 

Stamp tax (% of 1% of 4.85) .0024 

Correspondent bank's commission (say %o of 1% of 4.85) .0012 

.0407 .0407 

Buying price at which the bank would make no profit 4.8093 

Profit required, a variable, say }4 cent per £ .0025 

Rate yielding this profit 4.8068 

Nearest standard rate 4.8070 

With regard to merchants' time bills on English merchants 
(instead of on English banks) , if documents are for acceptance 
and if the bill rates high enough to be a purchase, the same 
method applies, probably, however, with a larger margin for 
profits. 

Trade Bills, Documents for Payment. — In the present con- 
nection, the "documentary payment bill" (or bill of merchant 
on merchant with attached documents deliverable only in re- 
turn for payment), presents a special problem, at least when 
drawn on England. The reason is that the London banks will 
not discount such bills. This is a matter of English banking 
custom, a custom that does not hold everywhere. Likewise 
the bill dealers will not discount what they cannot rediscount 
at the banks. Consequently, one in the United States who 
purchases such a bill has no exact knowledge in advance as to 
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the date and the amount of the cash it will produce in England. 
It will convert into sterling cash only when it is paid or 
prepaid. 19 

The American banker to whom one of these bills is offered 
by the drawer may decline to purchase it and may be willing 
to take it only for collection. If he does purchase, however, 
the problem of figuring a buying price is more complex than 
in any cases heretofore considered. There is no definite, theo- 
retically correct, nonspeculative, buying rate for the individual 
documentary-payment bill. 

Why Clean Bills Alone Are Discountable in London. — A 
"clean" bill is one without documents attached, whether it is 
one originally drawn without documents, or is a documentary 
bill which has at the time of acceptance been stripped of 
documents. It is sometimes stated that London discounts 
only clean bills. This is true, but at first blush appears 
puzzling because a clean bill would in the abstract seem to 
be, from the point of view of security, inferior to a docu- 
mentary bill. The answer to this enigma is not that some of 
the security must be stripped off a bill before the London 
market will accept it for discount, but the explanation runs 
rather in this wise: No bill drawn on England is likely to be 
discounted in regular course until it is accepted. Documentary 
bills drawn on banks are always governed by the instructions 
"documents for acceptance," and therefore always become 
clean before they become available for discount. Where docu- 
mentary bills drawn on merchants are under the same instruc- 
tions, the identical observation applies. Where trade bills are 
drawn "documents for payment," they do not become clean 
upon acceptance. This, the only type of bill which is not clean 

19 The reasons against a bank's discounting a documentary payment 
bill are (1) that under the retirement privilege it is an instrument with 
an uncertain date of actual payment (not that this throws any doubt 
upon its negotiable quality at law), and (2) that if it is prepaid the 
retirement takes place at a rate of discount not of the holder's making 
(compare § 35). Because of the acceptor's privilege of prepayment to 
obtain the documents, the draft is not a suitable one to send out in 
the open market to be negotiated from holder to holder: besides, as 
said, the bill dealers do not care to buy what they cannot sell to the 
banks. 
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after acceptance, happens to be nondiscountable because of 
the retirement privilege which belongs to the drawee. Thus, 
only bills which are clean of documents are in fact discount- 
able. 

§ 83. Relations between the cable, sight, and long rates. — 
The preceding sections have made it clear that the buying 
rates for many classes of bills are calculated on the assump- 
tion that each purchase of exchange is to have associated with 
it a simultaneous countervailing sale of sight drafts on the 
open market by the purchasing banker. If some of these 
drafts are sold to merchant customers of the banker rather 
than on the open market, the principle of the calculation 
remains unchanged. Obviously in practice each distinct 
purchase need not be accompanied by an individually corre- 
sponding sale, it being sufficient for the total of current sales 
to be kept running on a basis of substantial equality with the 
total of current purchases. The reasons for the maintenance 
of this equality as a general policy were discussed in connec- 
tion with what we called the rule of equal sales and purchases. 
The banker departs from this policy whenever he desires to 
increase or decrease his foreign balance or other foreign funds, 
selling less exchange than he buys if he wishes to effect an 
increase of these funds, and following a reverse plan to pro- 
duce an opposite result. But even when the equality of sales 
and purchases is purposefully suspended by the banker, the 
principle of determining the buying rates remains unaltered. 
If the banker desires to buy more exchange than he sells, he 
can obtain bankers' sight drafts at the open market rate. 
Under the conditions, he may be inclined to look upon the 
purchase of a long bill as a substitute for a purchase of sight 
drafts on the open market, rather than as an operation to be 
counterbalanced by a sale of his own sight drafts; but the 
value of the long bill as a purchase will properly be calculated 
according to precisely the same method as before. That is, 
discount, tax, commission (if any), and profit (if any), enter 
into the computation in the same manner as before. 

While we are seeking to establish the principle that buying 
rates for leading classes of long exchange are calculable on the 
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uniform assumption of a countervailing sale of sight drafts at 
the open market rate, we may be required to consider two 
further questions, namely, (1) what determines the open mar- 
ket rate for sight drafts, and (2) why may not the counter- 
vailing sale of exchange take the form of a sale of cables and 
the buying rate be calculated from the cable rate as basis? 
The first question can profitably be discussed at length only 
near the close of the book, but it may be said here that the 
sight rate itself depends in the end upon the totality of the 
supply of and demand for all classes of foreign exchange as 
determined primarily by international commercial and finan- 
cial traffic, and secondarily by exchange investment, borrowing, 
speculation, and arbitrage, and the export and import of 
specie. 

As for the second question, to wit, why not calculate all 
buying rates for bills on the basis of the market rate for 
cables, it must be confessed the thought that the cable rate 
is the "real" exchange rate, unadulterated by discount or 
interest, so to speak, is an attractive idea to both the theorist 
and the banker. But be this as it may, the various long rates 
(and also the rates for merchants' sight bills, which are some- 
times drawn) are tied to the rate for bankers' sight drafts in 
a way in which they cannot be connected with the cable rate. 
The spread between a long rate and the sight rate can be 
calculated at the time of the purchase of the long exchange, 
from factors which are then all foreknown. 20 Neither specula- 
tion nor investment enters in. But the purchase of any kind 
of bill cannot be counterbalanced by a sale of cables without 
both a speculation and an investment of funds being in- 
volved. 21 And so a banker cannot base his buying rate for 
long bills upon the cable rate without putting into the spread 
one speculative element, or one factor that is guesswork. The 
point remains even if under very quiet conditions the degree 
of speculation may be slight. 

20 Assuming the quotation of an "arrival" discount rate. 

21 The exception to this for practical purposes would appear when 
the place where the bills are payable is so near to the place where they 
are drawn, that the mail for which the bills are sold can reach the 
former on the same day as a telegraphic transfer. 
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The rates for exchange which takes the form of written in- 
struments that have to be transmitted by mail to the place 
where they are payable, happen then to be more intimately 
connected with each other than with the rate for telegraphic 
transfers. The sight rate is basic among this larger group. 
The sight rate and the cable rate are related, but the spread 
between them contains an ineradicable speculative element. 
Whether the cable rate is in some theoretical sense the basic 
one, as between these two, is a question that it is practically 
idle to discuss. In point of fact, the sight rate is not de- 
termined by a calculation from the cable rate, but is forged 
out in the open market between the hammer and anvil of bid 
and offer. Under ordinary conditions at least, the market 
would not think of calculating sight rates from cable rates. 



CHAPTER XII 

INVESTMENT IN EXCHANGE 

The reader is reminded of the note at the head of Chap- 
ter XI. 
§ 84. Exchange investment, borrowing, and speculation. — 

At this point we take up a group of technical operations which 
have no direct origin in the import and export of goods or 
securities, and which are entered into by bankers and dealers 
without any object of effecting commercial settlements. Of 
these there are four principal types, (1) investments in ex- 
change, (2) borrowing by means of exchange, (3) speculation 
in exchange, and (4) arbitrage of exchange. 

Ordinary long-term international borrowing and lending, 
accomplished chiefly by the international sale of bonds and 
stocks, give rise, of course, to vast numbers of transactions in 
exchange. The buyers of such securities need to purchase 
exchange to pay for them, and, on the other side, the issuers 
need from time to time to acquire exchange to make the 
necessary payments of interest or dividends across national 
lines. But when we come now to speak of investment in ex- 
change and borrowing by means of exchange, we do not have 
reference to international investments or loans of capital 
effected by the transfer of long-term securities, even though 
these have their exchange relations. We have in mind certain 
entirely distinct and technical operations in bills of exchange 
themselves, such on the one hand as the purchase of a long 
foreign bill to be held till maturity instead of being discounted 
in the foreign or domicile money market, and such on the other 
hand as the drawing and sale of a banker's long bill on a 
foreign banker as a means of gaining the benefit of a virtual 
loan of funds for the term of the draft. 

Foreign exchange investment, borrowing, and speculation 
are intimately related themes. The first two always involve a 

264 
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speculation on the future course of the sight rate of exchange. 
The one taking such a speculation may cancel it or neutralize 
it by a proceeding which is commonly known as "hedging"; 
this does not mean that the speculation is not involved, but 
rather that, being involved, it can by a special device be neu- 
tralized. (Compare the explanation of hedging in Chapter 
XIV to follow.) Investment and borrowing are related to 
each other in that both are due to or are occasioned by a 
difference between discount rates at home and abroad. But 
the two are opposite in this respect, that investment in ex- 
change tends to be produced by lower money rates at home, 
while borrowing, or the drawing of finance bills, tends to be 
produced by higher money rates at home. The two are oppo- 
site also in respect to the immediate or contemporary effect 
they tend to work upon the sight rate. Exchange investment 
on our part tends, at the time when the investments are taking 
place, to raise our sight rate of exchange on the foreign country, 
and so far as it goes, tends thus to bring about gold exports, 
whereas exchange borrowing on our part tends towards the 
reverse effects, a lowering of the sight rate and a production 
of gold imports. 

§ 85. The method of investment. — Investment in foreign 
exchange, or the holding for a period of time of a long foreign 
bill that has been bought and paid for is the opposite of the 
earliest possible discount of the instrument in the money mar- 
ket abroad where it is payable. The act is regarded as one 
of investment because it involves the making of an outlay and 
the awaiting of a deferred return. It is an exchange of present 
money for future money. We have now become quite familiar 
with the fact that if a long bill is to be discounted on its arrival 
abroad, a return can be had from it at home on the very day 
of its purchase (or at the worst perhaps, on the next business 
day) by an immediate sale of sight drafts against the proceeds 
of the discount as cover. Withholding the bill from discount 
means the postponement of this return. The whole operation 
becomes an investment because a period intervenes between 
outlay and return. For this period a certain amount of capital 
is, as the business expression goes, employed in the bill. On 
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this capital the banker expects to make, and normally does 
make, a gain — a gain which is, of course interest, in an eco- 
nomic if not in a legal sense. Investment cannot take place 
in sight bills or cable transfers, because no gain can be realized 
by the holder through the postponement of their conversion 
into cash abroad. 

Sometimes the remittance of funds to a foreign country to 
be put out there in the purchase of bonds or notes, or in the 
making of short-term loans or advances, is referred to as an 
investment in foreign exchange. It is true there is here the 
purchase of some one's obligation to pay foreign money, and 
therefore the operation involves a risk of exchange, i.e., a 
chance taken with respect to the rate of conversion of the 
recovered foreign funds back into home money; but there is 
not technically, and properly speaking, an investment in 
foreign exchange. The latter means an investment in an in- 
strument that is itself a piece of foreign exchange, a bill. The 
investment in an obligation payable in foreign money, but not 
itself a foreign bill of exchange, is similar to this, but not 
identical with it. 

The fact that a banker decides to invest in a foreign bill 
instead of discounting it for immediate foreign cash, does not 
in the least reduce his motive to obtain the earliest possible 
acceptance. There is in the first place what we might call the 
legal reason for promptness. If the bill is of such a character 
that presentment for acceptance is required in order to bind 
the drawer in his conditional or secondary liability (the ordi- 
nary form of long bill payable a designated period after sight 
is of this character) , then the presentment for acceptance must 
be made with reasonable promptness if the drawer (or an 
indorser, if any, prior to the owner-bank) is not to escape his 
liability. There is in the second place the financial reason 
for promptness. Every day's postponement of acceptance 
means a day's postponement of the date of maturity, and this 
postponement produces no increase in the amount due at ma- 
turity. Hence, there being no compensation in the nature of 
interest for any delay, postponement becomes bad even in a 
mere financial way. 
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§ 86. Computing the rate of interest gained. — To compute 
the rate of interest gained in an investment in exchange, we 
need to know: 

1. The amount of home money invested in the bill, or the outlay 

2. The amount of home money in the end realized from the bill, 
or the return 

3. The time intervening between the outlay and the return 

It will be natural to jump to the conclusion that the invest- 
ing banker's outlay consists of the price he paid for the bill. 
It is true that this is an outlay, but strictly speaking it is 
not the outlay in the case. The true outlay is the amount 
the banker could realize from the bill on the very day of pur- 
chase by selling sight drafts against it and discounting it on 
its arrival abroad. If, for instance, the banker has paid $48,020 
for a 60 days sight bill on London for £10,000, but could 
immediately realize $48,057 from it by the method of dis- 
counting it on arrival abroad, the latter figure, namely, the 
$48,057, is truly the amount invested, if the banker elects to 
make the investment. That is to say, he makes an investment 
of $48,057 of present money by foregoing this sum. The $37 
by which this exceeds the price paid for the bill is a profit 
derived from the purchase, which the banker gets whether he 
invests or not, and is not, on correct principles, a part of the 
gain or interest received from the investment itself. 

For an illustration, let us assume the following facts, and 
compute the interest rate: 

July 3 New York banker purchases and invests in a 60 
days bill for £10,000, paying $48,020 for it. 

Rate for bankers' sight sterling 4.85 

Arrival discount rate quoted in London 5% 

9 Acceptance of bill by London drawee 
Sept. 2 Assumed earliest date on which sterling sight 
drafts can be sold in New York and be covered 
by funds realized from this acceptance in Lon- 
don on Sept. 10 

" Rate for sight sterling in New York 4.85 

" 10 Maturity date, as fixed by this acceptance (3 days 
of grace being allowed) 
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We shall first take it for granted that the investment con-, 
tinues till the maturity of the bill, though it could be termi- 
nated at some intermediate date. 

The Amount of Home Money Invested 

We find the theoretically correct amount invested by ascertaining 
what could be realized from the bill in dollars by discounting it on 
arrival in London. 

Net proceeds of such discount in London July 9 

Maturity value £10,000 

63 days discount at 5% per annum 86.3 

Discounted value 9,913.7 

Stamp tax 5.0 

Net yield of bill to London balance £ 9,908.7 

Dollar receipts consequently available July 3 

£9,908.7 sight sterling saleable July 3 at 4.85 . . . $48,057.20 
This is to be taken as the theoretically correct outlay. 

Dollar Return prom the Investment 

Yield of bill to London balance at maturity 

Collected from acceptor Sept. 10 £10,000 

Tax (deducted on arrival) 5 

Net yield at maturity £ 9,995 

Dollar receipts Sept. 2 
£9,995 sold Sept. 2 at 4.85 S48.475.75 

Summary 

July 3. Amount invested (i.e., cash foregone) . . $48,057.20 
Sept. 2. Return available in dollars 48,475.75 

Difference, or interest gain made in 61 days .... $ 418.55 
This is interest on $48,05750 at the rate per 
annum of 5.21% 

On September 10th the bill yields £9,995 net to the in- 
vestor's London balance. We speak of his selling this sterling 
credit out in New York on September 2nd for $48,475.75. 
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Suppose, however, for reasons extraneous to our immediate 
problem, he makes some other use of this fund, such as invest- 
ing it in the London money market or converting it into credit 
in Paris by buying franc exchange. This will have no effect 
upon our computation. The £9,995 of sterling credit would 
have cost him $48,475.75 in New York on or about September 
2nd, if he had acquired these pounds there at that time. Even 
if our investor did not actually pay $48,057.20 for the bill and 
did not actually get back $48,475.75, these are the theoretically 
correct figures for the outlay and the return in the investment! 
In the computation above, the rate for bankers' sight 
sterling in New York stands at the same figure on September 
2nd as on July 3rd, that is, at 4.85. There is of course no 
reason why this precise outcome should actually be experi- 
enced, but if the sight rate of exchange is the same at the 
termination as at the start of the investment, and if the bill 
is not discounted at some changed money rate prior to its 
maturity, the interest gain will turn out to be practically 
identical with the discount rate in the domicile city (London) 
as quoted at the time of the making of the investment. 
Though money put out in New York on July 3rd might yield, 
say, but 3%, money invested in long sterling bills would yield 
5% or thereabouts, 1 provided always that the demand ex- 
change rate is the same at the end as at the beginning of the 
investment. 2 

1 The computed yield in our example is 5.2%. The excess of this 
above 5% (the London forward discount rate assumed) is imputable to 
(a) the fact that in our instance the period of investment turned out 
to be 61 days instead of the 63 days life of the bill, and (b) the fact 
that corresponding to a given discount rate there is always a slightly 
higher equivalent interest rate, as explained in Chap. III. 

2 It would appear that we could lay down the rule that if the sight 
rate of exchange in the investing country upon the domicile country 
were invariable, an investment in a long foreign bill would yield the 
money rate applicable to this bill in the domicile city at the time of 
its arrival there; e.g., that investment in long sterling would earn the 
London discount rate, investment in long francs the Paris discount 
rate, and so on. But not even thus qualified would this rule hold quite 
good. For when the money rate in the city where the long bill is 
drawn (New York in our illustration) is a great deal lower than in 
the domicile (London), the competition of banks to buy long foreign 
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§ 87. The speculation on the sight rate of exchange.— If 

at the end of the investment considered in the preceding sec- 
tion, the banker could have sold out his sterling proceeds at 
4.87 per pound instead of 4.85, the dollar return would have 
been (9,995 X 4.87) $48,675.65 instead of $48,475.75, and the 
interest gain would have been 7.7% instead of 5.2%. Thus, 
investment in foreign time bills involves a speculation upon 
the future course of the sight rate of exchange (in the invest- 
ing city on the domicile city) . When, however, such a specu- 
lation is undertaken, a hedge against it can be effected by the 
sale of sight exchange for future delivery (compare explana- 
tions in Chap. XIV below) . 

Continuing to illustrate general principles by deals be- 
tween New York and London: the first circumstance tending 
to produce investment in long sterling bills on our side is a 
higher money rate in London than in New York. Unless the 
associated speculation on the future course of the rate of 
exchange seems bad, the banker is attracted to this invest- 
ment because he bids fair to make such funds as he places in 
long sterling bills earn a higher rate of interest than if em- 
ployed in equally liquid and secure advances at home. Stated 
in another way, the existence of a higher discount rate in Lon- 
don tends to dissuade our bankers from discounting their long 
sterling bills there, which means they invest in them. The 
second circumstance tending to produce this investment is a 
low existing sight rate of exchange in our country on London. 
The lower this rate at the time of the investment, the more 
attractive the speculation upon it which is involved in the 
investment, because the greater the chances that it will be as 
high, if not higher, at the expiration of the investment. Often 
the near future of the rate of exchange seems measurably 

bills for investment may raise the rate of exchange applicable to them 
to a point closer than normal to the ruling sight rate and thus cut 
down the interest gain in the investment. In other words, the com- 
petition of the banks may reduce the spread, which ordinarily depends 
exclusively (so far as money rate factors go) on the money rate of 
the domicile city. (In our illustration this might work out to the 
result that the banks would bid up the price of 60 days sterling to, 
say, 4.81, even while the sight rate stood at 4.85, so that an investment 
in a £10,000 bill would require an outlay of $48,100 instead of $48,057.) 
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predictable to the banker and dealer, and their disposition to- 
wards investment will be in large degree determined by their 
prognostications on this subject. The little chart beneath ia 
self-explanatory. 

Investment Conditions 

(Normal times assumed: i.e., limits of fluctuation of sight sterling 
about 4.84% and 4.87%) 

Favorable to Investment Unfavorable to Investment 

London money rate say 5% London money rate say 3% 

while New York money rate while New York money rate 

is 3% is 5% 

Sight sterling in New York at Sight sterling in New York at 

4.84% with indications of a 4.87% with indications that it 

rise due in the near future will fall 

§ 88. Termination of investment prior to maturity. — In 
normal times a long sterling bill of good rating can be sold in 
the London money market, at one rate of discount or another, 
on any day within the life history of the instrument. (Docu- 
mentary-payment bills, being as a class not discountable under 
English banking custom, are made an exception in the present 
discussion.) Our bankers presumably confine their purchases 
to the discountable class of bills and take inferior classes for 
collection only. Thus, in such sterling bills as they hold for 
investment purposes, they have assets of an entirely liquid 
character. If a New York bank has been holding a 90 days 
sterling bill for say 20 or 30 days and decides to realize upon 
it, this bank may place it (the unaccepted "second of ex- 
change") in the mail for discount on arrival in London, and 
convert it into dollars on the day of mailing by selling sight 
sterling against it. 

A bank's own special and individual need for cash, due 
perhaps to an unusual demand from its depositors, might lead 
it to abandon its investments in foreign bills prior to their ma- 
turities. But a sufficient change in the underlying money mar- 
ket conditions may serve as the cause of a general termination 
of investments in foreign exchange, not because there is any 
compulsion to secure cash for safety's sake, but because such 
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action will pay as a matter of earnings. Thus, a shift in the 
relative positions of the London and the New York money 
rates, a sufficient fall of the former and rise of the latter, 
might bring about the result in question. When the New 
York bank of our illustration invested in a 60 days sterling 
bill, the London discount rate applicable to the bill stood at 
5%, and the corresponding New York money rate stood, let 
us say, at 3%. Suppose now that a month later the London 
discount rate falls to 3% and the New York rate goes to 4%. 
The rate of exchange having made no special shift, it will, 
under the altered conditions, pay to abandon the investment. 
From this time forward a continuation will yield only about 
3% on the New York funds that may at the moment be re- 
covered from it, and these may be employed forthwith in 
New York at 4%. 

A sufficient upward shift in the rate for sight sterling in 
New York, occurring before the maturity of the investment, 
will likewise make it appear profitable to abandon the invest- 
ment. To illustrate, let us assume the initial conditions of 
our example unchanged, but suppose that sight sterling goes 
to 4.87^ in New York on August 1st and that therefore the 
banker decides to close out the investment. To do this, he 
gives instruction that the time bill be discounted in London 
at, say, 5%. Let it be supposed the proceeds of this discount 
will be available in London on August 6th. The reckoning 
works out as follows: 

Proceeds available in London, Aug. 6 (£10,000 
less 35 days discount at 5% per annum) .... £9,952.05 

Dollar proceeds in New York, Aug. 1 (£9,952.05 
sold at 4.87%) $48,51654 

Outlay, July 3 (as in former example) 48,05720 

Gained on this as interest for 29 days $ 459.04 

This is interest at the rate per annum of 12.2% 



CHAPTER XIII 
BORROWING AND LENDING BY MEANS OF TIME BILLS 

The time bills treated of in this chapter, called in a general 
way "finance bills," are not drawn in connection with or 
against any shipments of goods (or of securities). Generally 
speaking, central banks discriminate against these bills in 
their rediscounting operations, or even refuse to take them, 
whether this policy be voluntary with them or under com- 
pulsion of law. In describing operations with finance bills 
we do not wish to be understood as representing that these 
operations are carried on everywhere or that they are con- 
tinuously engaged in anywhere. 

In our discussion we shall still follow the plan of drawing 
illustrations from dealings between New York and London, 
though we shall have to admit that, because of variations in 
custom and practice, the exact counterparts of the operations 
we describe may not be found in banking relations throughout 
the world. 

The reader is again reminded of the note at the head of 
Chapter XI. 

§ 89. The "dollar" loan by a foreign bank in New York. — 
As already intimated, we do not, in addressing ourselves 
to borrowing by means of foreign exchange, have refer- 
ence to the ordinary and more familiar types of borrow- 
ing across national boundary lines, but to a certain special 
and technical operation with a long foreign bill, whereby a 
local banker manages to obtain the use of a fund at home for 
the term of the bill. The instrument in question, the so-called 
"finance bill," is drawn by a banker upon a banker, and is 
somewhat sharply distinguished from the long bill arising out 
of an export of goods and drawn by a merchant (whether 
upon a foreign merchant or a foreign bank). We speak of 
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borrowing by means of exchange for the reason that the bor- 
rowing country sells the lending country no securities, such as 
bonds or stocks or notes, but merely deals in exchange upon it. 
In these operations bonds or stocks are usually deposited as 
collateral with the foreign accepting bankers (or their local 
agents), but such deposits are in no sense sales. 

Borrowing by means of exchange is not a procedure which 
must by its very nature be confined to foreign exchange. 
While details vary, it comes fundamentally to borrowing by 
means of an acceptance which is granted to your long bill by 
some one else (not acting in the capacity of your debtor) for 
the purpose of enabling you to sell the instrument for local 
funds. You do not borrow from, but merely by the aid of, 
this one who does the accepting. The acceptance in this case 
is of the kind known at law as an "accommodation accept- 
ance." 

Let us first consider a so-called "dollar" loan made or placed 
in New York by a foreign bank. (Described in more general 
terms, this is a loan by a banker of country A made in country 
B in terms of the local currency of country B. 1 The cause 
for any general placing of such loans will be the existence of 
higher discount or interest rates in country B than in coun- 
try A.) 

Assume the following data: 

Money can be loaned in New York for quarter-year 

periods on excellent security at 5% 

Discount rate in London for bankers' 90 days ac- 
ceptances 3%% 

Rate for sight sterling in New York 4.87 

Rate for 90 days sight sterling in New York 4.8240 

An English bank has an agent on our side of the water which 

1 We speak of the foreign bank initially interested in the operation 
as "making" the loan. In the case before us it does in a sense make 
the loan, but it does not, nevertheless, bear the burden of the cash 
advance. To bear this burden would mean to be out present money 
(cash or money funds) in return for future money. But this bank is 
not, in consequence of the operation as an entirety, out any present 
money. See the text. 
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knows of an institution in New York that is ready to pay 5% 
per annum for a loan of from forty-five to fifty thousand 
dollars for a period of 90 days or thereabouts. An opportunity 
for profit being perceived, the agent is instructed to draw upon 
the English bank, its principal, a bill for £10,000 at 90 days 
sight, to sell the bill forthwith in New York for dollars, and 
to place these dollars as a loan for 93 days with the New York 
house in question. Assume that this is done on the first of 
March. The bill, being sold at 4.8240, yields $48,240. This 
sum, loaned out at 5% for 93 days (the term of the bill includ- 
ing the days of grace) , earns $614.56 of interest, and on June 
2nd a total repayment of $48,854.56 will be recovered by the 
agent. It becomes the latter's immediate duty to expend this 
for sight sterling and remit the same to the London principal 
to be used to pay off the bill for £10,000 which was originally 
drawn. The latter, having been accepted in due course on 
March 8th, became payable on June 9th, and the sight sterling 
mailed from New York on June 2nd or 3rd will have time to 
reach London by the 9th. Without any specially untoward 
calendar of steamer sailings, the loan on this side can be made 
for the full number of days of life of the acceptance on the 
other side, in this instance 93 days. 

Clearly the outcome to the English banker, who has engi- 
neered this operation, depends upon the position of the New 
York rate for sight sterling on June 2nd. If we assume that 
at the end of the loan this rate stands at 4.87, the point at 
which it stood in the beginning, we may make up the follow- 
ing account: 

Note 

March 1. Amount of the 90 days draft on this bank sold in 

New York £10,000 

March 1. Dollars received from the same and 

loaned out $48,240 

June 2. Dollars returned from loan including 

interest 48,854.56 

June 2. Amount of sight sterling purchased with latter, 

at 4.87 £10,031.74 

Profit ,..„, •••• £ 31 - 74 
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The effect of a deviation of the sight rate from 4.87 at the 
end of the loan period is illustrated by the figures beneath: 

Rate for Amount of Profit of 

Sight Sterling Sterling Purchased the London 

on June 2 with $43,863 Accepting Bank 

4.88 £10,011.18 £11.18 

4.86 £10,050.38 £52.38 

454 £10,093.92 £93.92 

The London accepting bank has acted as principal and 
risk-taker in this enterprise, and the gain, if any, goes to it. 
This gain is not interest, for the reason that the said bank 
does not, as a result of the operation as an entirety, make 
any advance of its own funds. It is not commission, for the 
reason that it is not a stipulated fee received from some 
outside person or establishment for a service rendered. It is 
profit. And as profit, the primary variable upon which it 
depends is the New York rate for sight sterling on the day 
of maturity of the loan. On this day the London bank comes 
into the ownership of a contractually predetermined number 
of dollars in New York, namely, $48,854.56. Its scheme is to 
convert these into sight sterling bills which, when received in 
London, will serve to discharge its acceptance for £10,000. 
Any profit which it may glean will consist in an excess of the 
sterling so purchased over the £10,000 required. Clearly, the 
lower the rate or price for sight sterling in New York on the 
critical day, the greater the number of pounds that can be 
bought with the fixed sum of dollars, and the larger the sur- 
plus or profit. In this case, then, though the burden of the 
advance is not, the risk of the exchange is shouldered by the 
accepting bank. This institution may hedge at the time of 
placing the loan, if it chooses so to do, by making a contract 
to buy sight sterling in New York for future delivery (see 
Chapter XIV below). 

The New York bank or trust company which has served 
in the capacity of agent puts out no funds of its own and 
takes no risks. Whatever compensation it receives for mak- 
ing the immediate arrangements, and taking charge of the 
collateral put up by the borrower, will be in the nature of a 
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commission paid by its principal in London and chargeable 
by the latter against whatever profits the venture may have 
afforded. 

The New York borrower has received a loan of some 
$48,000 for 93 days. Although these dollars undeniably came 
in the first instance from the company we have called the 
agent, neither this company, nor its principal in London, is 
the true lender. The true lender must be the party that holds 
the long sterling bill during the length of its life, or invests 
in it. The normal history of the bill would be this: the 
banker who buys it in New York forwards it immediately to 
his London correspondent for discount and cash credit, and 
forthwith recovers what he has laid out in it, either by the 
sale of sight sterling against it, or by the refraining from the 
purchase of sight sterling which he would otherwise have had 
to buy. He makes no advance for a deferred return. Some 
money dealer in the London market, unidentified so far as 
our illustration goes, comes forward to discount the instrument 
after it has been accepted by the drawee bank. This money 
dealer is the real or ultimate lender. The borrower in New 
York has a loan, while this party in London does the corre- 
sponding waiting. 2 

§ 90. The "sterling" (franc or mark) loan in the United 
States. — The sterling loan (we speak now of a so-called sterling 
loan as made in the United States by the aid of a time bill on 
London) bears its name because the borrower receives a 
stipulated amount of long sterling (or the proceeds in local 
money from the sale of this) and agrees to make a repayment 

2 The dollars received by the borrower from the agent of the Lon- 
don accepting bank are no doubt the property of the latter. This 
leads us naturally to speak of the accepting bank as "making" the 
loan. 

Should the London bank, still acting as principal, and still conceiv- 
ing and engineering the operation, desire to take the burden of the 
advance as well as the risk of exchange, it might do so by changing 
its procedure. It might, for instance, say to its agent in New York, 
"Sell £10,000 of sight drafts on us, and lend the dollars which they fetch, 
$48,500 say, in your money market for three months. When you re- 
ceive these dollars back with interest, convert the whole into sight 
sterling and forward it to us." 
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in the same amount of sight sterling. The period of the loan 
is the length of the life of the long sterling bill drawn to 
effect it. The object and effect of the arrangement, as con- 
trasted with the dollar loan, is to throw the risk of exchange 
upon the borrower. To illustrate: The New York agent of the 
London accepting bank draws upon the latter a 90 days bill 
for £10,000, and delivers this instrument, or the forty-eight 
odd thousand dollars it will fetch on the market, over to the 
New York borrower against a deposit of collateral. The 
latter agrees to make a repayment of £10,000, plus a com- 
mission of, say, % of 1%, in bankers' demand sterling bills 
(or in dollars enough to buy them, this being a mere matter 
of detail). The £10,000 is the amount or face value of the 
long sterling turned over to the borrower. Upon the fact 
that it is repayable in sight sterling hangs the whole story. 
The commission of % of 1%, or whatever per cent it may 
be, is the fee of the London bank for granting its acceptance. 
The borrowing bank makes no payment of a stipulated or 
contract amount of interest to any party. Nevertheless, for 
a reason that will be brought out presently, the loan will 
cost it interest. 

Taking the same data with respect to rates for money and 
exchange as in the last preceding section, we now assume that 
the borrowing bank proceeds to sell the 90 days bill which 
has been delivered to it. It sells at 4.8240 and receives 
$48,240 for immediate employment at home. Ninety-three 
days later the bank will be obliged to return £10,000, plus 
% of 1%, or £37.5, or a total of £10,037.5, in bankers' sight 
bills on London. If the rate for such bills stands at 4.87 
(which accords with the first assumption made in the pre- 
ceding section) this sterling will cost it $48,882.63. The fol- 
lowing then will be an account of the operation: 

Interest Cost of the Loan to the Borrower 

Dollars received by borrower at the beginning $48,240.00 

Dollars required to discharge obligation at maturity 48,882.63 



Difference, or 93 days interest cost on $48,240 $ 642.63 

Rate of this interest cost per annum 5.23% 
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Same with Sight Rate at 4-84 at Expiration of Loan Period 

Dollars received by borrower in the beginning $48,240.00 

Dollars required to discharge obligation at maturity 

(£10,037.5 X 4.84 = $48,581.50) 48,581.50 

Difference, or 93 days interest cost on $48,240 $ 341.50 

Rate of same per annum 2.78% 

This example shows that if the sight rate were at 4.87 at 
the beginning of the loan period (and the rate for 90 days 
sterling at the correspondingly high point of 4.8240) and that 
if the sight rate had fallen to 4.84 at the expiry of this period, 
the loan would cost the borrower only 2%%. As a case 
favorable to the borrower, this is a very strong one, but it 
serves to make clear the importance of the risk of exchange 
in connection with the interest cost of a sterling loan. After 
having obtained the loan, the borrower is in effect short of 
sight sterling — that is, under a commitment to buy a sum of 
this exchange at a future date. It is possible to hedge by 
buying sight sterling for future delivery. But if the borrow- 
ing house does not hedge against this risk, the rule is, the 
cheaper sight sterling at the maturity of the loan, the better 
for it. The rule is also that the higher sight sterling, and 
consequently also long sterling, at the time it contracts the 
loan, the better for it, because the greater the number of dol- 
lars it will receive at the beginning against a commitment to 
deliver a stated amount of sterling at the end. 

In the case of the sterling loan, as in the case of the 
"dollar" loan, the real lender is the institution in the London 
money market which discounts and carries the long sterling 
bill from acceptance till maturity. The explanations given 
before apply here as well. 

In the case of the sterling loan, the accepting bank in 
London makes a commission merely. It takes no risk of 
exchange and makes no profit. There is due it £37.5 for 
the service rendered by accepting. This is compensation 
for that other kind of risk than a risk of exchange which it 
takes in assuming liability to pay the bill before being pro- 
vided with cash to make the payment. It is true it has the 
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promise of the American borrower. Also, the risk is reduced 
by reason of the deposit of collateral. 

In the past, French and German banks have sometimes 
made loans in New York under the same general plan as 
that followed by the London banks. They may make "dollar" 
loans, or they may make "franc" or "mark" loans, the latter 
corresponding in nature and effect to "sterling" loans. Like- 
wise, banking houses in our country may place "dollar loans" 
in the same sense, in countries foreign to us. But dollar 
acceptances created in this way will not in general be eligible 
for rediscount at a Federal Reserve bank. 3 

§ 91. Sale of its own long bill by the borrowing house. — 
For a borrowing house to make a sale of its own long, bill 
gives rise simply to a variant form of the operation considered 
in the preceding section. For the sake of illustration, we 
shall as before assume the sale of a time sterling bill in New 
York. If, then, some exchange house in New York, having an 
acceptance account in London, and therefore having the power 
to draw long sterling, sells its 90 days bill for dollars to-day 
and expends dollars some 93 days hereafter to buy sight 
sterling for cover, it obviously has a virtual loan. It has, as 
the saying goes, 93 days' "use" of the dollars first procured. 
Its motive, it is true, may be primarily to speculate for a 
fall in the rate for demand sterling rather than to procure the 
use of funds, but, whatever be the motive, it does have the use 
of the funds. 

The explanations regarding risk of exchange, and the pos- 
sibility of hedging, applicable to the sterling loan placed 
through an agent, and already given, are also applicable here. 
They need not be repeated in extended order. But to avoid 
being too concise in handling these technical subjects, it will 

3 But it must be said that acceptances to create dollar exchange 
(compare § 61) are, when authorized by the Federal Reserve Board, 
eligible for discount by a Federal Reserve bank. Such an acceptance 
differs from a dollar loan bill only in that the advance secured in the 
foreign country through its use is conceived to be a mere incident and 
not a primary object. There is no authority for the acceptance by a 
national bank of a bill drawn abroad for the mere purpose of obtain- 
ing the use of money. 
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be well to give one illustration involving a draft by the bor- 
rowing bank itself. 

June 1. 90 days draft for £10,000 drawn and sold by 
New York bank 

Sight sterling rate in New York 4.85 

London discount rate for this bill. . . 3%% 
90 days sterling rate in New York. . 4.8040 
The draft is sold by the drawer to a New York 

buyer for $48,040 

The buyer forwards it to his correspondent in 
London for discount in the London market 
and cash credit. 

June 8. The draft arrives in London and is accepted by 
the drawee bank. This sets the maturity date 
on Sept. 9 (93 days later). 

Sept. 2. Day to buy in sight sterling as cover. (The 
New York drawing bank is obligated to put 
the London drawee bank in funds to enable it 
to discharge the acceptance on Sept. 9. Its 
deposit with the latter might be so large on 
this date that a special remittance of sight 
bills as cover would be unnecessary; that is, 
the London bank might be able to reimburse 
itself from this balance without the balance 
being specially fortified to stand such a drain, 
but we have to assume the special remittance 
of cover, to find the outcome and interest 
cost of the operation. This cover must be 
bought and mailed in time to reach London 
on Sept. 9.) 

Sight sterling in New York still at 4.85 
Total cover required: 

To discharge acceptance £10,000 

To pay commission for acceptance (at 
assumed rate of % of 1%) 37.5 

£10,0375 
Cost of cover at 4.85 (10,037.5 X 455) $48,68157 

Summary 

Dollars received by borrowing bank on June 1 $48,040.00 

Dollars paid out to discharge obligation, Sept. 2 48,681.87 

Difference, or interest cost for 93 days $ 641.87 

Rate of this interest per annum (on $48,040) 5.24% 
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§ 92. Further observations; the "finance bill."— The interest 
cost of the loan just discussed (or virtual loan, speaking more 
precisely) turns out to be 5%%, when the London discount 
rate governing in the operation is but 3%%. The rate of 
exchange stands at the same figure at the close as at the 
beginning, and therefore neither advantage nor disadvantage 
has come out of the risk of exchange. What is the cause, 
then, of the interest cost's being so much in excess of the 
foreign money rate? The main cause is the acceptance com- 
mission which the New York borrowing bank must pay. A 
minor cause is the English stamp tax. Then again, the full 
theoretical worth of the 90 days sterling sold by our bank 
on June 1st was $4.80435 per pound, whereas we supposed the 
sale to take place at the next even rate below, namely 4.8040, 
which gives a slight profit to the New York buyer of this 
exchange. All taken together, the interest cost is 1%% above 
the London discount rate. (A small part of the excess is due 
also to the fact that the London money rate is a discount rate, 
while what we are here computing is an interest rate.) 

The acceptance commission assumed in our illustration is 
Y s of 1% per month of life of the accepted bill, or % of 1% 
for what was roughly a 3 months bill. The commissions of 
the actual world are of course variable to some degree. (See 
§ 62 for the reason why the commission becomes greater as 
the term of the bill is lengthened.) A charge of % of 1% 
per month is one running at the rate of 1%% per annum. 
Thus, a sterling loan will, at such a commission rate, cost the 
New York borrower virtually 1%% P er annum above the 
London discount rate, because of acceptance commission 
alone. Therefore, it is evident that the sterling loan does 
not pay an operator on our side of the water unless one of 
two things makes it pay, namely, either (1) a somewhat 
greater excess of the New York over the London money rate 
than 1%%, or (2) an attractive speculation on the future 
course of sight sterling in New York. 

It appears, then, by way of summary that a London house 
may grant its acceptance to a bill drawn and sold in New 
York for the purpose of putting some New York house in 
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funds for a period equal to the term of the bill. Sometimes 
the instrument is drawn by a mere agent of the Londoner, 
sometimes by the New York borrowing house itself. The ac- 
ceptor does not make the advance of actual funds or cash which 
enables the American borrower to enjoy a loan. As the saying 
goes, it merely lends its credit. It does this by becoming 
unconditionally bound to pay the long bill in the case, that 
is, by accepting this bill. It is this giving of the strength of 
its name to the instrument that enables it to be sold so readily 
and at such a favorable rate in the London money market. 
It makes a profit in the case of the dollar loan where it takes 
the risk of exchange, and a commission in the case of the 
sterling loan where the borrower takes the risk of exchange. 
The actual advance of cash or funds (which makes possible 
the enjoyment of the virtual loan by the New York house) is 
made by the institution in London that discounts the accept- 
ance there. In our discussions, London has been made to serve 
as the accepting city and New York as the drawing city. 
These choices are merely by way of illustration. The positions 
of the two might be reversed, or other money capitals of the 
world might be brought in. 

Sometimes two exchange houses or banks set up what is 
known as a "joint account." This is an arrangement to co- 
operate in carrying through some individual transaction, or 
perhaps a whole series of operations, under an agreement to 
share the risks and gains, often dividing these half and half. 
Joint accounts are in contrast with the more usual plan of 
action under which one bank is principal and the other its 
agent, and they are particularly useful in connection with 
borrowing by means of exchange and also arbitrage of 
exchange. 

The term "finance bill" calls for some comment. Before 
the war we would from time to time read that "the London 
market is flooded with American finance bills," or that "Lon- 
don bankers are discriminating against American finance bills," 
or that "the Bank of England is refusing to rediscount bills 
for London houses suspected of buying American finance bills." 
Now, "to finance" any enterprise, venture, or undertaking, 
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means to provide in advance the necessary funds and await 
the deferred return ultimately to be regained from the under- 
taking. Every time draft, whether drawn upon merchant or 
banker, whether drawn by merchant or banker, will, if it 
can be sold in a discount market, aid some one to finance 
some transaction or other. Nevertheless, we do not classify 
all time bills as "finance bills." This is just a matter of 
usage. A time bill drawn by an exporter upon a bank under 
a letter of credit is an excellent example of an instrument of 
finance, but nowhere in banking circles would it be called a 
"finance bill." While the use of the term has not been wholly 
clear or consistent, the essential conception seems to be that 
a finance bill is one which is not drawn against or in connec- 
tion with a shipment of goods or securities, but one which is 
used as a means whereby the drawer procures for himself 
funds for free employment for the time being. The conception 
is that the one who gains the use of the funds must be the 
drawer, and must be a drawer who is acting on his own 
initiative in bringing the bill into being. A sterling time 
draft drawn and sold in New York by an agent of the London 
acceptor, and of course at the instigation of that acceptor, to 
procure funds to place in the New York money market, has 
very much the same economic nature and effect as a finance 
bill. However, it is possibly best not called such, but called, 
rather, a "loan bill." The user of the fund created by the 
sale of this bill is one who of himself does not take the initia- 
tive to bring the bill into being. He is as guiltless of drawing 
a finance bill as if he borrowed anywhere else. (1) Time 
bills, drawn by a banker on some foreign place to recover 
funds already laid out in nondiscountable foreign docu- 
mentary-payment bills, and (2) time bills drawn by a banker 
to "create exchange" where commercial supplies of the same 
are irregular and often temporarily insufficient, such as bills 
"to create dollar exchange" (compare § 61), are not to be 
classified as finance bills. 



CHAPTER XIV 
SPECULATION IN EXCHANGE 

The reader is again reminded of the note at the head of 
Chapter XI. 

§ 93. Speculation and hedging. — The term "speculation," 
in a business sense, is often taken to mean the assumption of 
an unusual money risk in the hope of an unusual money gain. 
But a broader concept is preferable. It is better to abandon 
the test of the unusualness of the chance taken. Defined 
formally, a speculation in a business sense is the assumption 
of risk involved in the making of an outlay in money (or 
money's worth), or the committing of oneself to make such 
an outlay in the future, for a return in money or its worth, 
in any instance where the relation or proportion between the 
outlay and the return is uncertain. Outlay may be certain 
and return uncertain, or reversely, or both outlay and return 
may be uncertain, all these combinations being very common 
in practice. 

It is apparent that many, if not most, business undertakings 
involve speculation as it is here defined. Nothing in the 
definition draws the line between speculation and gambling, 
for in gambling there is the same uncertainty as to the rela- 
tion between stake and winnings. It is a question of definition 
whether we say speculation is gambling, or whether we refuse 
to say it. We shall not try to settle this matter, but shall be 
content to say that our concern is with business speculation, 
or one kind of it — namely, speculation in exchange. 

A speculation has been defined as the assumption of risk 
involved in certain types of operation. It is also good English, 
when convenient, to call an operation itself a speculation, so 
that as a manner of speech one may say indifferently, "the 
purchase of this property involves a speculation," or "the 
purchase of this property is a speculation." 

285 
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If an operation involving a speculation is undertaken pre- 
cisely for the sake of this speculation, we shall call the opera- 
tion an outright speculation. But if the assumption of risk 
is only secondary or incidental to some main piece of business 
which would be profitable in the absence of the risk, we shall 
call the assumption of risk in such a case an incidental 
speculation. Both outright and incidental speculation have 
important bearings on the market for exchange. 

A hedge — the dictionaries seem to authorize only the verb 
"to hedge" but let us be high-handed and use the noun — a 
hedge is a speculation of such character that, when added to 
another prior or more important speculation, the element of 
risk in the latter is either eliminated or reduced. A hedge 
and the major speculation are of a complementary character 
and when merged in one larger operation make the whole less 
risky than either element will be if undertaken alone. Illus- 
trations will follow. 

§ 94. Exchange futures or forward exchange. — As is well 
known, there are many staple commodities in which dealings 
for future delivery take place on a large scale. Foreign ex- 
change, if not a commodity, is an article in which "futures" 
are bought and sold in a very similar way. A sale of ex- 
change for future or forward delivery is a contract under 
which one of the parties agrees to deliver, and the other to 
take a stipulated amount and kind of exchange (as £10,000 
bankers' sight sterling) at an agreed future time, for a price 
(i.e., at a rate) determined upon when the contract is made, 
but payable on the future date when the exchange is actually 
delivered. The motive of either party may be to make an 
outright speculation, or it may be only to make a hedge 
against some risk of exchange assumed in connection with 
an independent transaction already put through or decided 
upon: and one of the parties may have the speculative motive 
and the other the motive of hedging. Rates of exchange 
quoted for futures are often called "forward rates" and the 
exchange itself "forward exchange." Dealers, of course, also 
speak of "forward contracts." 

Contracts differ somewhat with regard to the method of 
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determining the time when delivery and payment are to take 
place. The following are standard arrangements: 

1. Delivery on a definitely stated single future day (as, say, 
June 12) 

2. Delivery within a stated future period (as, any time between 
June 3 and June 12 inclusive) 

(a) S. 0., or "at seller's option," i.e., the exact day to be 
chosen by the seller of the exchange according to his 
own wishes 

(6) B. 0., or at "buyer's option," i.e., this day to be chosen 
by the buyer of the exchange 

3. Delivery within a stated month (as June), either S. 0., or 
B. 0. as explained above 

When the time for delivery is a period instead of a single 
day, it will of course be necessary to make the contract read 
at seller's option or at buyer's option, one or the other. If 
the seller of the exchange is entering the contract with the 
purpose of making a hedge, he is likely to want a period of 
time for delivery and to want a contract at seller's option. 
But a buyer for a hedge will desire such a contract to run at 
buyer's option. 

§ 95. Operations in forward exchange as a means of hedg- 
ing. — For an illustration of a hedge made by means of a sale 
of exchange for future delivery, suppose a merchant of our 
country has committed himself to ship a certain kind and 
quantity of goods to an English buyer in the first half of 
some later month, which we will say is June. The price is 
to be £10,000, collectible by means of the American's drawing 
a sight draft for this sum upon a British bank at the time of 
shipment. Thus, the exporter has sold merchandise for future 
delivery. In consequence he will have sight sterling to sell 
in the future. If he decides to wait till the day of shipping 
and drawing comes round, before disposing of this, he will 
have to take the rate of exchange current in the market on 
that day. Should this rate turn out to be 4.87%, he would 
receive $48,750, but should it be 4.84% his takings would 
come to but $48,450, which is $300 less. Thus, in addition to 
any other speculations his dealings might involve, they would 
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certainly involve a speculation on the future course of sight 
sterling. 

To avoid, cancel out, or neutralize this speculation, in a 
word, to make a hedge against it, it is only necessary to sell 
the £10,000 of sight sterling for future delivery. Suppose the 
contract of sale of the goods is entered into April 15th. At 
that time the exporter knows only that he expects to make 
shipment sometime within the first fifteen days in June. 
The forward contract most appropriate and convenient from 
his point of view will then be (1) a contract in which the 
period of delivery of the exchange is set as the first half of 
June, and (2) a contract at seller's option. If he succeeds in 
arranging such a contract on or near April 15th, he will be 
from that time onward free from any speculation on the 
future course of the rate in this country for sterling exchange. 
If the forward rate is set at 4.85, then he knows once and for 
all that the receipts from a £10,000 draft will be $48,500. 
It is true he might fare better by omitting the forward con- 
tract, for the going rate might turn out to be high in the 
first half of June. But if he desires to do so, he may avoid 
the speculation. There is, of course, a credit risk or risk of 
persons left in the most perfect hedge, namely the risk that 
the other party to the forward contract may default. 

It seems unnecessary to formulate a separate illustration of 
a purchase of forward exchange for the making of a hedge. 
A trader in goods or securities, or even in, bills of exchange, 
who has in some manner committed himself to find a certain 
kind and amount of exchange on some future date or within 
some future period, is in a position to make a forward pur- 
chase as a hedge. 

The sale of the exchange for future delivery is in isolation 
an outright speculation. But combined with another trans- 
action to which it possesses the proper complementary char- 
acter, it becomes a hedge. The other transaction must also 
necessarily be a speculation if it stands alone. A speculation 
cannot be added to a certainty and produce the phenomenon 
of the hedge, namely, the phenomenon of the reduction of risk 
by the coupling on of what in isolation would itself be a risk. 
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One who combines two speculations to form a hedge be- 
comes thereby so much the less a speculator. Much of the 
interest in the market for exchange for future delivery comes 
from parties that are too conservative to speculate and are 
interested because they want to make hedges. A, as the 
seller, and B, as the buyer of the future exchange, may both 
be hedging. These are parties that are well met. B might 
be an exchange dealer who had drawn and sold long sterling 
for which he needs to buy in sight sterling as cover on some 
future date. 

§ 96. Going long of exchange. — All methods of making a 
profit from a speculation in any marketable article — wheat, 
cotton, stocks, exchange — reduce to one fundamental opera- 
tion: buying a thing cheaper and selling it dearer. When the 
speculator "goes long" he buys first and sells afterward. When 
he goes short he sells first and buys afterward. In the one 
case he profits from a rise, in the other from a fall, in the 
price while he is operating or speculating. 

In a strict sense one goes short only in case he sells some- 
thing he does not already have on hand or in stock. Either 
the sale must be for future delivery, or, if for immediate 
delivery, the article or articles must be borrowed for this 
delivery and the short-seller will thus come to owe them to 
the lender, to be delivered at some future time or upon de- 
mand. Thus, to go short means to go under a contract to 
deliver something in the future without now having it on 
hand, or to go under a commitment of some kind to deliver 
or find this something not now on hand. Such a commitment 
is not necessarily an express contract to deliver this thing to 
some person, but may be any condition of practical com- 
pulsion to find the thing. Thus, a manufacturer of some 
product may, by reason of sales of it for future delivery, put 
himself short of the raw material from which it is made, with- 
out this signifying that he has made a contract to deliver this 
very substance to any person. So, again, the banker who has 
sold his long sterling bill puts himself short of sight sterling 
or of cables, no matter which, insomuch as he places himself 
under the necessity of finding this for cover at a future date. 
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If a man having 500 shares of AB stock should sell out 100 
shares on a given date because he thought the price higher 
then than it would be subsequently, and should succeed later 
in buying back the same quantity at a lower figure and there- 
fore at a profit, he would not have been short of AB in a 
technical sense. He would be like a short in that he profits 
by the same movement of prices that would benefit a short, 
but he would not be confronted with a certain danger that 
lurks in the position of a short. The latter can conceivably 
be caught in a corner, while the man who has sold from stock 
on hand cannot. 

Dealers in bills often go short of exchange in the true tech- 
nical sense, so that they place themselves under the positive 
necessity of procuring this article at some subsequent date, 
hoping, of course, to do so cheaply and at a profit, but being 
open to unavoidable losses in case the course of exchange 
should go against them. We shall now first consider in a 
little more detail the methods of going long of exchange. 

Pure Speculation in Exchange on the Long Side. — By a pure 
speculation we mean one not compounded with investment or 
borrowing. The only way a dealer can make a pure specula- 
tion in exchange on the long side is to buy exchange for future 
delivery, wait till he receives it on the designated future date, 
and then sell it at the market. Suppose that on March 1st 
dealer A makes a contract with B to take £5,000 of bankers' 
sight bills from the latter on April 15th at the rate of 4.8550. 
He has bought a future. He pays out no money and receives 
none on March 1st, and thus has neither made an investment 
nor received an advance. He has taken a chance on purpose 
because he regarded it as a good chance, and has thus made 
what we have called an outright speculation. If on April 
15th sight sterling should happen to stand at 4.8750 in the 
market, he has made a good speculation. For on that day 
B must deliver him £5,000 at 4.8550. This will cost him 
$24,275. It can immediately be sold at 4.8750 for $24,375, 
or at a profit of $100, which is a return for nothing else than 
making a commitment and taking a risk. If the market rate 
on April 15th had turned out to be under 4.8550, our operator 
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would have made a loss, insomuch as he is then compelled to 
pay more for the bills which he must buy than they would 
cost in the market. If the other party, B, were a speculator, 
he would gain in this case, as he could buy in the market and 
resell to A at the higher figure named in the contract. How- 
ever, B may not have been a speculator, but some one engaged 
in hedging. 

Operations on the Long Side Involving Investment or 
Lending. — All other methods of going long of exchange than 
the isolated operation of buying a future by necessity involve 
either an investment in exchange or the making of a foreign 
loan. 

1. Let us consider first an illustration of a speculation on 
the long side associated with an investment in exchange. It is 
true this leads us into what is essentially a repetition of an 
illustration already given, the one of an investment in ex- 
change, but it is worth while to look at the same thing anew 
and from a different standpoint. If sight sterling is very low 
at present, and a dealer thinks it will be materially higher 
in 60 days, a feasible way for him to go long and speculate 
for the rise, is to buy some 60 days bills and hold them till 
maturity (i.e., invest in them) . He might of course close out 
at some earlier time than the very end if he thought it best, 
and this by discounting the bills in London before their ma- 
turities. Suppose the following data are given on March 1st. 

Sight sterling 4.84 

London arrival discount rate 3% 

60 days bills therefore at 4.8125 

And suppose the following proves true on May 3rd. 

Sight sterling 4.88 

This gives us a very favorable case. Let us see what comes 
out of it. A New York dealer goes long on March 1st by 
purchasing £10,000 of 60 days bills at a cost of $48,125. 
Allowing these to run till maturity without discounting them 
in London, he is enabled to sell £10,000 of sight sterling on 
May 3rd against them as cover. At 4.88 this fetches him 
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$48,800. His return exceeds his outlay by $675. This gain 
is attributable chiefly to the very fortunate speculation on the 
course of the sight rate. To isolate what we may regard as 
the speculative profit, we would need to suppose that the sight 
rate remained on May 3rd where it was on March 1st, that 
is, at 4.84. In this case the return from the operation would 
have been $48,400 and the gain but $275. The actual gain 
exceeds this by $400. 

It was first asserted some time back that every investment 
in exchange involves a speculation on the course of the rate 
of exchange. We now see the same fact from another angle, 
for we see that whenever an operator speculates on the long 
side by the method of purchasing 30, 60, or 90 days bills, the 
speculation necessarily involves an investment. The difference 
between an investment involving a speculation and a specula- 
tion involving an investment is simply one of intention. The 
question is merely which element the operator regards as the 
main one. Conditions might suggest investment if it were 
not for a very bad incidental speculation. For instance, money 
rates might be very low in New York and high in London, 
but the sight rate on London might be so high now, and be 
associated with prospects of being so much lower later, that 
investment would be counter-indicated and restrained. 

2. A banker may go long of exchange by making loans to 
foreigners in foreign money, by placing a franc loan in Paris 
or a sterling loan in London. He will profit by having the 
value of the foreign money in terms of our money, as expressed 
in the exchange rates, low when he places the loan and high 
when it matures. It is conceivable he should place the loan 
not primarily because interest rates were high in the foreign 
capital but primarily because the speculation on the exchange 
rate seemed attractive, in which case we would have a specu- 
lation in foreign exchange on the long side coupled with a loan 
abroad as an important incident. 

Usually such speculations would not cover a long period and 
would not involve the purchase of long-term foreign securities. 
But if before the military collapse of Russia in the World 
War some one should have advised Americans with money 
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to buy Russian government bonds on the grounds that the 
ruble had a very low value in dollars at the time and would 
probably have a much higher one some time in the future, 
when the bonds might be sold to advantage in Russia, this 
some one would be advising going long of Russian exchange. 
As we well understand at this later time, such advice would 
have been very bad. 

It would be possible for a dealer to go long of some kind of 
exchange, sterling, for instance, by purchasing sight drafts to 
be remitted for the credit of the London deposit, allowing 
the fund so established to remain untouched for a time, and 
then selling sight drafts against it later. This would essentially 
be an example of a speculation involving a loan, because our 
deposits in London are virtual demand loans to London banks. 
But this method of speculating for a rise in the rate for 
sterling in New York could only be appropriate when a rather 
sharp rise, or considerable rise in a brief time, is expected. 
This is because the rate of interest received on London bal- 
ances is so low that a loan at that rate is usually of itself an 
unremunerative employment of funds. 

§ 97. Going short of exchange. — There is but one way to 
make a pure speculation in exchange on the short side, or for 
the fall. This is to make a sale for future delivery as an in- 
dependent and isolated operation, and wait, if not until the 
day set for delivery, at least for a certain time, before buying 
in the exchange to be used to discharge the contract. During 
this period the dealer remains short, without the speculation's 
being alloyed with any operation with a finance bill or other 
borrowing operation. Assuming him to remain short until the 
day of maturity of the contract (though he might conclude to 
purchase cover at an earlier date), his profit or loss will de- 
pend on the relation of the market rate of that day to the 
rate at which he sold for future delivery. Thus, if he sold 
for 4.86 and buys in cover at 4.84 on the day of delivery, his 
profit as a speculator is evidently 20 a pound or $200 on a 
£10,000 contract. It is clear that, like other shorts, he is 
interested in seeing a low price on that day in the future when 
he is to cover. 
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Operations on the Short Side by Means of Long Bills. — 
We have already seen that if a banker draws and sells a long 
sterling bill he is by this action put short of sight sterling 
(though sterling cables might be bought in later as a sub- 
stitute). How this banker comes to enjoy a virtual loan 
made him from the London money market has already been 
explained. Heretofore, we have looked upon the speculation 
in sight exchange on the short side which is associated with 
this operation as the incidental feature. But there may be 
occasions when the operation is undertaken not so much be- 
cause the local money rates are higher than those of London 
as because the speculation is alluring. This gives us the case 
of speculation on the short side with borrowing as an incident, 
which contrasts with what we have called a "pure" specula- 
tion. Formerly the United States was accustomed to make 
exceedingly heavy exports of commodities in the autumn of 
each year, which produced, as a fairly regular and predictable 
phenomenon, a great drop in the rates for sterling in New 
York in that season of the year, the huge and concentrated 
supplies of exporters' foreign bills being the technical ex- 
planation. Extensive sales of long sterling from two to three 
months before this expected movement were very common. 
These sales were examples of what we are at the present 
moment describing, going short of sterling exchange to reap a 
profit from its fall, the means being the sale of long bills. 

§ 98. Supply and demand, and the banker as middleman. — 
Beneath appears a conspectus of the sources of the supply of 
and demand for exchange for future delivery. 

The Supply of Futures in a Given Market Comes From 

1. Operators who go short of exchange as an outright speculation 

2. Bankers who have invested in long foreign bills 

3. Bankers who have shifted funds to some foreign center to be 
employed at interest there, and who sell forward exchange on 
that center for delivery about the time of maturity of loans 
or advances so made 

4. Bankers who have purchased a line of documentary payment 
bills, and who may offer forward exchange against an assumed 
schedule of payments and prepayments 
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5. Merchants who have made contracts for the sale of goods 
abroad for future delivery 

The Demand roa Futures in a Given Market Comes Prom 

1. Operators who engage in an outright speculation on the long 
side 

2. The drawers of finance bills 

3. Bankers who have for any reason future commitments to meet 
in a foreign currency 

4. Foreign bankers who have shifted funds to the given market 
for employment there, and who may for the purposes of 
hedging purchase forward exchange on their own country for 
the date of termination of the employment 

5. Merchants who have purchased foreign goods for future de- 
livery and who under the method of settlement adopted will 
need to acquire some kind of exchange in the future 

Forward exchange differs as to kind (i.e., with respect to the 
national currency in which it is payable) , as to quantity, and 
as to time of delivery. Only in a very large center will there 
be a great enough flow of supply and demand of forward 
exchange to make possible an approximate matching of offers 
and inquiries. The banks, of course, act as the great middle- 
men between merchants and dealers in securities who offer 
supplies and wish to buy. In a general way, a bank with a 
great foreign department stands ready to accommodate any 
customer in high standing who needs either to buy or to sell 
forward exchange. Thus, if merchant A comes to his bank 
to sell £5,000 of sight sterling for delivery in the second half 
of the following month at seller's option, it is more or less up 
to the bank to name a rate and accommodate him with a 
contract. In part, the bank can make the various contracts, 
which come to it in its daily business, match up and cancel 
out. But to the extent to which this fails, it will find it 
necessary to make deals in the market (i.e., deals with the 
other banks) . A bank in a secondary city will need to make 
these deals in the metropolis of the country. 

The "trader" who looks after the bank's exchange "posi- 
tion" ("spot" and "forward") will have to take care of all 
this. His work naturally is a very technical specialty, and 
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we can hardly undertake to explain or examine it in detail. 
In general, it will scarcely be possible for a bank to accom- 
modate fully all its customers who wish to make forward 
contracts without being itself forced to take on a certain 
amount of speculation. But there are many devices known 
to the "trader." The reader will observe that an offer by A 
to sell £5,000 sight sterling for delivery, say, next June at 
seller's option, and an offer by B to buy £5,000 sight sterling 
for delivery next June at buyer's option, are not contracts 
which make a perfect match. 



CHAPTER XV 
ARBITRAGE OF EXCHANGE 

The reader is again reminded of the note at the head of 
Chapter XI. 

§ 99. An example of an arbitrage operation. — "Arbitrage 
of exchange" (sometimes also called "arbitration of exchange") 
signifies either (1) an exchange operation of a certain kind, 
or (2) a mere exchange reckoning or calculation preparatory 
to such an operation. 

We shall do best to take up first an illustration of an ar- 
bitrage operation, letting definitions and general explanations 
come later. Suppose a New York banker has information by 
wire to the effect that telegraphic transfers on London are 
now selling in Paris at 124 (that is, 124 francs to the pound 
sterling) . At the same time he finds that in New York cable 
transfers on Paris are selling at 3.91% (that is, $.039175 per 
franc) and cables on London at 4.86%. Thus: 

London 



New York 

Cables on London 4 

Cables on Paris 3.91% 



Paris 

Telegraphic transfers on Lon- 
don 124 

For simplicity's sake we omit other rates of exchange which 
might enter into an arbitrager's calculations, such as the rate 
in Paris on New York, the rate in London on Paris, or the 
rate in London on New York. The relations subsisting be- 
tween the. rates, that are given make possible, the winning, oi 

237. 
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a sight profit. Never mind the arithmetic and the parity 
tables whereby the arbitrager finds out what to do. What he 
can do is shown in the following artificially simplified ex- 
ample. Let him be located in New York, and start with, say, 
$100 of U. S. funds. 

1. He first expends $100 for a cable transfer on Paris. At the 
rate quoted this will buy 2,552.65 francs of such exchange. 

100.00 

—039175 = 2 ' 55265 

2. He next instructs his agent in Paris to buy 2,552.65 francs 
worth of telegraphic transfer on London or £20.586. 

2552.65 

- w - = 20.586 

3. Finally he sells £20.586 of sterling cables in New York at 
$4.8675 per pound, which yields $100.20 

20.586 X 4.8675 = 100.20 

In practice an arbitraging bank would operate on a large 
scale, on as large a scale as the markets affected would stand 
without the rates giving way and moving into ground where 
the possibility of profit disappears. It would, of course, be 
necessary for it to put through operations of a tolerable size 
in order to make the profits at the very low rate available 
cover the cable and other expenses. It would operate per- 
haps in a series of contracts rapidly made at somewhat differ- 
ing rates. But our simplified illustration shows the nature of 
the business. In this illustration: 



1. $100.00 become 2,552.65 francs 

2. 2,552.65 francs become 20.586 pounds 

3. 20.586 pounds become $100.20 

Observe that in this particular case the conversion of pounds 
into dollars, the last step, is not effected by the purchase in 
London of telegraphic exchange on New York, but by the 
sale of sterling cables in New York. The three steps are taken 
as nearly simultaneously as may be. Their precise order in 
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time does not matter. Out of the whole operation emerges 
a gross profit of 200 per $100, or % of 1%, which we have 
reason to understand would be very good indeed for arbitrage 
in ordinary times. Arbitrage may be carried on by houses in 
different centers working on joint account. 

As for the question, where did this profit come from? It 
came from a misadjustment among the several rates of ex- 
change involved, or a breaking of parities. The operator took 
advantage of this misadjustment. His work has the effect of 
correcting it or making it disappear, that is, of bringing the 
rates back to a position of parity until they are disturbed 
again in the natural course of international commerce and 
investment. 

As for the question, at whose expense was this profit made? 
The answer is, at no one's expense: no one can be found who 
has lost what the arbitrager has made. 

An over-simple definition of arbitrage is that it is an opera- 
tion in which exchange is bought where it is cheap and sold 
where it is dear. It is better to say, even if in a more pon- 
derous way, that arbitrage is an operation for a profit made 
possible by a misadjustment existing in some group or system 
of rates of exchange (this misadjustment being describable as 
a break from parity), in which the operator starts with a 
fund in the currency of some country and converts it by means 
of a transaction in exchange into the currency of some other 
country, and by means of a series of such steps finally returns 
the fund home with a profit attached. If, during the operation, 
the fund has existed only in two currencies (or in two coun- 
tries) we have a "two point arbitrage," if in three currencies, 
a "three point arbitrage," and so on. In four point arbitrage, 
there are 96 different ways of moving the fund about, using 
telegraphic transfers only. The fund of our present illustra- 
tion was embodied in dollars, francs, and pounds, and emerged 
finally at home again in dollars. The one conducting the 
operation may be resident at any place in its geographical 
circuit, or even at a place outside. 

Arbitrage is carried on only by a few large institutions 
having the capital resources, the facilities, and the foreign 
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connections required for prompt action on a large scale for 
profits at a very small rate. There is, certainly under ordinary 
conditions, no opportunity for any one else to get into this 
specialty. Perhaps a profit of % 2 of 1% is enough to get 
professional arbitrage under way. 

Arbitrage in Stocks. — Many issues of bonds and stocks have 
an international market. Dealers are continually comparing 
the prices of such securities in different countries to discover 
opportunities to buy cheap and sell dear. As between any 
two countries, we cannot tell in which the price for a given 
security is the higher, without resort to the value ratio be- 
tween the two national currencies as shown in the current 
exchange rate, or one of the current exchange rates between 
the countries. If a certain stock sells for 80 soldas in Urallo 
and for 973 livos in the Empire of Ramko, in which country 
is it dearer? Any method of getting the answer reduces itself 
to a comparison of the arbitrated, converted, or translated 
price, with the actual price in one of the countries. If these 
are the same, or at parity, nothing can be done; but if they 
differ, a purchase in the one country and a sale in the other 
become profitable. These two transactions will be made as 
nearly simultaneous as conditions permit. Together they con- 
stitute what is known as an arbitrage in stocks. 

Arbitrage has been classified by some erroneously as a form 
of speculation, "place" speculation as opposed to time specula- 
tion. But a pure arbitrage operation has no speculation, or 
chance-taking, in it. An operator might, however, take a 
speculation for a matter of an hour or so by starting an opera- 
tion with some of the deals "at the market" instead of under 
fully prearranged contracts. 

§ 100. Arbitrated parities. — Rates of exchange between 
countries having inconvertible paper moneys, or between such 
countries and others having metallic standards, or between 
countries having different metallic standards, are free to move 
over a wide range and in actual experience do so. But rates 
between countries having a common metallic standard are 
confined to a very narrow range of fluctuation. The only 
examples we have of these stabilized rates, of any practical 
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importance to the world's commerce at large to-day, are, of 
course, the rates between gold-standard countries. If England 
and the United States maintain their gold standards uncondi- 
tionally, the limits within which the New York rate for sight 
sterling can move, are about 4.87% above and 4.84% below, 
and the whole range of movement here is only some % of 1%. 
The substance of the matter is that rates of exchange between 
any two gold standard countries are tied pretty closely to the 
so-called gold par or mint par. Necessarily the subject of 
mint pars is brought up here because "arbitrated" pars or 
parities are something different with a similar name, and it is 
advisable to discuss the distinction at this place. Where mint 
pars exist (fixed figures as they are) there are also arbitrated 
pars which are different and movable and shifting. And 
where mint pars are absent or lose practical importance, as 
between countries which have fiat paper moneys, arbitrated 
pars are still present and have the same significance as else- 
where. 

The gold par between any two gold-standard countries is 
really an equation, an equation which states the number of 
money units of the one country which contain the amount of 
fine gold that is in the single exact unit of the other country. 
In the examples which follow, the equality sign is to be under- 
stood in this sense. 

United States England 

$4.8665 = £1 
$1.00 = £ .20504 or 49.316 pence 

United States Holland 

$ .40195 = 1 florin 

$1.00 = 2.4878 florins 

Holland England 

12.10719 florins = £1 
1.00 florin = £ .082596 or 19.823 pence 

The rates of exchange in any one of these countries on the 
other two do not show any predilection for the mint par. 
That is, no rate of exchange takes its stand any more fre- 
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quently at the figure of the mint par than at any other neigh- 
boring point. An interesting theoretical error, occasionally put 
forward, is that the rate of exchange will be at the mint par 
whenever exchange supply and demand are equal. This idea 
involves a misconception of the workings of supply and de- 
mand. Any existing rate is presumably the virtual "equilib- 
rium" or equalizing rate for volume of supply and volume of 
demand for the time being. 

To bring out the nature of arbitrated parities, let us suppose 
that the following cable rates prevail at some given moment: 

Holland on England 12.10 florins per £1 

England on Holland 12.10 florins per £1 

United States on Holland 40.10 cents per florin 

Holland on United States 2.4938 florins per $1 

United States on England 4.8521 

England on United States 49.463 pence per dollar 

Although these rates are all within the normal range of 
fluctuation (i.e., between the "gold points"), none is at the 
mint par. Even so, they are as a group in a state of arbitrated 
parity. That is, they all agree (except for negligible decimal 
discrepancies which depend merely on the use of incomplete 
decimal fractions) as to the value-ratio between currencies, 
directly or indirectly measured. To illustrate: 

Directly measured by the rate in New York: 

£1 is equivalent to $4.8521 

Indirectly measured by combining (1) the 

Holland rate on England and (2) the New 

York rate on Holland: 

(1) 12.10 florins are equivalent to £1 

(2) 12.10 florins at 40.10 cents are equiv- 

alent to (.4010 X 12.10) $4.8521 

Or £1 = 12.10 fl. = $4.8521 

Thus the same value-ratio between dollars and pounds is 
implicit in the rates in New York on Holland, and in Holland 
on England, conjointly, as in the single rate in New York on 
England. Any one of these rates is at an arbitrated parity 
with the other two. 
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Any combination of the six rates given in our table will 
show an agreement in the same sense, with any other rate, or 
combination of rates to be found there. But there is no influ- 
ence inherent in the original conditions in each country of 
exchange supply and demand which tends to make the group 
of rates take on the state of parity. This state is solely the 
result of arbitrage itself! 

Since the whole group of rates exhibited in our table is in a 
condition of parity, there is nowhere present in the field any 
possibility of profit from an arbitrage operation. But if one 
of these rates moves out of its position, while the others remain 
unchanged, the parity is destroyed and the possibility of profit 
emerges. Thus, if telegraphic transfers in Holland on England 
drop to 12.00 florins, a New Yorker can sell sterling in New 
York and cover by (1) buying florins in New York and (2) 
with them buying sterling in Holland, and make a small gross 
profit. Or, an operator in Holland can through his agents do 
the same thing. 

The reader should understand, however, that the sterling 
rate in Holland could be at 12.00 and still be at a parity, if 
the other rates are altered appropriately. In other words, 
there are an indefinite number of positions of parity in this 
network of six rates. 

While in times of peace and of unhampered dealings in open 
markets, arbitrage operations have the effect of keeping all 
rates at or near their parities, arbitrage does not prevent any 
one currency from appreciating or depreciating to any extent 
with reference to other currencies. All that it requires (as an 
economic force, so to say) is that if florins, for example, fall 
by 50% as measured in dollars, they shall also fall 50% as 
measured in sterling provided the relation between sterling and 
dollars does not shift meanwhile. Thus, if dollars go to 
4,9876 florins, pounds should go to 24.20 florins, provided 
that meanwhile pounds and dollars remain in the ratio of 
4.8521 to 1. 

We have been discussing the case of three countries. As 
between two countries, it is to be observed the mutual cable 
rates may or may not stand at a parity. Thus: 
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United States on Holland 40.10 cents per florin 

Holland on United States 2.4938 florins per dollar 

are at parity, while 

United States on Holland 40.20 

Holland on United States 2.4938 

are not. The latter pair of rates give different value-ratios 
between the two currencies. 

By way of summary, we may say that a rate of exchange is 
at an arbitrated parity with any other rate or group of rates 
when it shows the same value-ratio or ratios between curren- 
cies that the other or others show. 

§ 101. The two methods of direct transfer of funds. — The 
author reminds the reader that he pursues this subject further 
at his own option. 

In the present chapter, we take the liberty of forming our 
own terminology where it seems necessary to do so. 

Funds and Their Transfer. — Among its several meanings, 
the word fund has that of a changing or moving stock of 
property which retains a given ownership or control. Ex- 
pressed at greater length, a fund in this sense is a stock of 
money or of other forms of property for which money has 
been paid and which are convertible back into money, a stock 
which is retained in a constant ownership or control while it 
changes its form or location, or both. Thus, I might have a 
sum of actual money in New York. I might deposit it with 
a bank, draw a check on this deposit and pay for a banker's 
sight draft on London, exchange this abroad for bank credit, 
use this bank credit to buy Union Pacific stock in London, 
ship the latter back to New York and resell it there in the 
stock market for a check on a local bank which I should 
finally deposit in the first mentioned bank. There has been 
a stock of property throughout these dealings that has been 
mine and has been under my control. This fund, as it is 
convenient to call it, has been embodied, so to say, first in 
actual money of the United States, second in bank credit in 
New York, third in a sterling bill of exchange, fourth in a 
deposit credit in a London bank, fifth in a certain number 
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of shares of Union Pacific stock, sixth in a check on some 
New York bank, seventh and finally in a deposit credit with 
my own New York bank. It has changed its form a number 
of times and also has changed its place. 

A transfer of funds from one country to another may be 
effected 

1. by an export of merchandise or securities 

2. by an export of actual money or of gold bullion 

3. by means of a pure operation in exchange 

Hereafter in this chapter we have to do with transfers effected 
in the latter manner alone. A transfer of funds between two 
places, as New York and London, is direct if it involves 
exchange operations only in New York and London. It is 
indirect if it involves such operations in a third city, as Paris, 
or in a number of outside cities, as Paris and Amsterdam 
both. Direct and indirect have then a geographical signifi- 
cance in this connection, this being a matter of arbitrary 
definition. 

A direct transfer of a fund may be accomplished in two 
ways. (1) The party who transfers may remit exchange 
for his account to his agent or partner abroad. (2) He may 
as an alternative instruct the agent to draw upon him and 
sell the exchange so drawn in the foreign place to which the 
fund is to be transferred. In other words, the exporter of a 
fund may produce the required result either by remitting ex- 
change or by submitting to draft. Either method brings 
about, first, a disappearance of a fund at home (in the shape 
of money or credit surrendered), and, second, its appearance 
abroad in the changed form of foreign money or credit. 

Choice between the Two Methods of Direct Transfer. — 
Where each of the two centers between which a direct transfer 
of a fund is to take place possesses a free and active market 
in exchange on the other, both methods of transfer are feasible. 
But the choice between them is not always a matter of in- 
difference, because now one and now the other may have the 
advantage. 

Suppose a New York bank desires by means of cable ex- 
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change to make a direct conversion of $100,000 of United 
States funds into funds in Holland, and that the cable rates 
are: 

United States on Holland 40.20 cents per florin 

Holland on United States 2.4938 florins per dollar 

If the $100,000 is used in New York to buy a cable on 
Holland, the outcome will be 248,756.22 florins (i.e., 
100,000 -f- .4020). If, on the other hand, $100,000 of cables 
on New York are sold in Holland, the outcome will be 249,380 
florins (i.e., 100,000 X 2.4938) . So the profitable method here 
would be to export the fund by submitting to draft, that is, 
to draft by cable. So far as the influence of exchange rates is 
concerned, there is no choice between the methods of transfer 
when the rates are at a parity. It is an economic law that the 
members of such a pair of rates as are here considered tend to 
maintain a position of parity under all conditions of commerce 
day in and day out. But there are an indefinite number of 
positions of parity, much as there are an indefinite number 
of positions of a seesaw across a log, in which the board may 
remain unbent or unbroken. The rates can be at a parity at 
any value-ratio between the currencies. 

§ 102. Two-point arbitrage. — Two-point arbitrage is arbi- 
trage which includes transactions in exchange at two geo- 
graphical points, and two only. Otherwise described, it is an 
operation in which a fund is sent from a first place to a second 
and then directly back to the first, both transfers being accom- 
plished by dealings in exchange. It is arbitrage, as dis- 
tinguished from a mere transfer of funds, in that it involves 
a return of the fund to the point of origin, or a swing round 
the circle. 

In arbitrage an operator may deal in telegraphic transfers, 
sight drafts, long bills, and exchange for future delivery, but 
our attention will be directed to arbitrage in telegraphic 
transfers. Setting aside any classification based on the dif- 
ferent terms of life of the exchange employed, there are two, 
and only two, cases of the two-point arbitrage operation. 
These are the two fundamental cases. They would be found 
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if there were exchange of only one term of life known through- 
out the world. It is understood there must be a dealer in 
exchange at each of the two geographical points, and these 
dealers must cooperate, whether in a relation of partnership 
or of agency. Described as briefly as possible, the two cases 
of the operation are: (1) each dealer draws on the other; (2) 
each dealer buys exchange to remit to the other. 

Case 1 is that of mutual submission to draft, or that in which 
each dealer sells exchange on the other. There are two 
reciprocal sales. Case 2 is that of an interchange of remit- 
tances, or that in which each dealer buys exchange in his city 
to be sent to the other. There are two reciprocal purchases. 
Which of the two cases is the profitable one at any time 
depends upon the direction in which the rates of exchange in 
the two cities (each on the other) break from the position 
of parity. 

If required to show that these two cases exhaust the pos- 
sibilities of two-point arbitrage, we should proceed as follows 
(it being understood that in looking for fundamental cases we 
agree to ignore different kinds of exchange classified according 
to term of life, and to treat of arbitrage that can be accom- 
plished in one kind alone, as, say, in telegraphic transfers). 
The arbitrager at each point can only buy or sell exchange 
on the other point. The arbitrage must consist in a pair of 
transactions in exchange, one undertaken by each dealer. 
There are four possible transactions from which this pair can 
be selected. These are: 

1. Dealer A sells exchange drawn on dealer B 

2. Dealer A buys exchange in the market to remit to dealer B 

3. Dealer B sells exchange drawn on dealer A 

4. Dealer B buys exchange in the market to remit to dealer A 

From these four separate transactions, four pairs can be 
formed, namely, 

1. A sells and B sells 

2. A sells and B buys 

3. A buys and B sells 

4. A buys and B buys 
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Or, there are three pairs if we do not distinguish between the 
two dealers, namely: 

1. Both sell (No. 1 above) 

2. One sells and the other buys (Nos. 2 and 3 above) 

3. Both buy (No. 4 above) 

In the case where one sells and the other buys (No. 2 just 
above) there can be no arbitrage, for the result can only be a 
pair of transfers of funds or credits, both in the same direction, 
or a double transfer of funds. To illustrate: if A sells and B 
buys exchange, A's transaction will put A in funds at B's 
expense, and B's transaction will also put A in funds at B's 
expense. A draws on B and sells the draft, and B buys ex- 
change to remit to A! This is clearly not arbitrage. In 
truth, such a pair of transactions has no reason for being. As 
the saying goes, it does not make good sense. If it is desired 
to transfer a fund from B to A, to pay a debt, or for some 
other purpose, it would naturally be effected by A's drawing 
or by B's remitting, according to which method was best, 
but not by a mixture of the two. 

In the cases (a) where each arbitrager draws on the other, 
and where consequently each sells exchange in his own city, 
and (6) where each remits to the other and consequently each 
buys exchange in his own city, there are two opposite or 
reciprocal transfers of funds. There is no motive for these 
operations except to reap an incidental profit made available 
by the relative position of the rates of exchange. Each of 
them is an arbitrage, and they constitute the only two that 
are possible. 

It was stated that whether (a) or (b) above is to be 
adopted depends on the direction of the departure or break 
of the rates of exchange from the position of parity. Curi- 
ously, a pair of rates can break from parity in only two ways: 
(1) both may become too high, or (2) both may become too 
low, each with reference to the other. 

§ 103. Methods of indirect transfer of funds. — An indirect 
transfer of funds by means of exchange is one which involves 
an exchange transaction in another city, or a transaction 
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in exchange on another city, than the two between which the 
fund is transferred. The transfer is indirect in a geographical 
sense, in the sense that the migrating fund pursues a circuitous 
course geographically. For example, a fund may be sent from 
New York to London through Paris. The arbitrage operation 
considered at the opening of this chapter involved as one of 
its parts this exact indirect transfer. (Any three-point ar- 
bitrage will contain as a component some such indirect 
transfer.) 

Telegraphic transfers alone being employed, there are just 
four distinct methods of transferring a fund from a first city 
to a second through a given third city. There are, therefore, 
what we would call the four "fundamental cases" of the opera- 
tion. If a New York banker is to transfer a fund to London 
through Paris, the four cases are: 

1. The New York banker buys a cable on Paris and directs his 
Parisian correspondent to buy a telegraphic transfer on London. 

(Net result: Banker's dollars disappear in New York and 
pounds emerge in London.) 

2. The New York banker buys a cable on Paris, but directs his 
London correspondent to sell a telegraphic transfer on Paris against 
this as cover. 

(Net result: the same as before.) 

3. The New York banker directs his Parisian correspondent to 
sell a cable on New York, and employ proceeds of this sale to buy 
a telegraphic transfer on London. 

(Net result: the same as before.) 

4. As in 3, Paris draws, but against the franc credit thus created, 
London sells a telegraphic transfer on Paris. 

(Net result: the same as before.) 

More briefly, the four operations are: 

1. New York buys francs: Paris buys pounds sterling. 

2. New York buys francs: London sells francs. 

3. Paris sells dollars: Paris buys pounds sterling. 

4. Paris sells dollars: London sells francs. 

The total result in all cases is a transfer of a fund or credit 
from New York to London. The Paris correspondent is 
neither "in" nor "out" funds as a consequence of this operation. 
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The choice among the four possible methods depends upon 
the positions of the rates of exchange that govern the indi- 
vidual transactions which may serve as components to make 
up the whole transfer. It would lengthen our discussion in- 
ordinately to work out a set of practical illustrations in 
connection with this problem. 

The four methods are the theoretical four fundamental 
cases. In practice all four would be developed only under 
conditions where each of the three cities had an active market 
in bills and telegraphic transfer on each of the other two. 
The same four are possible with sight drafts employed through- 
out, instead of telegraphic transfers. But where these instru- 
ments are used, there must, in most instances, be either a 
greater speculation on the position of certain rates, owing to 
the lapse of time during which a bill is in the mail, or there 
must be contracts for the forward or future sale or purchase 
of sight exchange. 

If a bill (or actual negotiable instrument) is the form of 
exchange employed in the indirect transfer, a question arises 
as to whether there is not a fifth case, or a case distinct from 
the four already set forth. Suppose the New York banker of 
our illustration buys a check on Paris and mails it to London, 
where he sells it for sterling, it being willingly taken in London 
as good exchange on Paris. Clearly there has been a trans- 
fer of a fund from New York to London, but has this transfer 
been direct or indirect, and, if the latter, is it a fifth case? 
The answer, in our view, is that the transfer is indirect 
(compare the definition at the beginning of this section), but 
that it is a disguised form of the second case, namely, the one 
in which New York buys francs and London sells francs. 1 

1 In Tate's Modern Cambist, 24th edition, London, 1908, p. 275, such 
operations are mentioned as the purchase by a London dealer of a 
long bill drawn in London on Amsterdam, and the resale of this bill 
in Paris, instead of its discount in Amsterdam. We should be com- 
pelled to define this as indirect transfer, case 2. 

One part of an indirect transfer may consist of a gold shipment. 
For example, London may transfer a fund to New York by an opera- 
tion in exchange, and have an agent in the latter city convert it into 
gold to be shipped to Buenos Aires. This actual operation has been 
mentioned a number of times in past years in our financial journals. 
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When it is cheaper for a New Yorker to lay down a pound 
of credit in London (1) by buying francs with dollars, and (2) 
by buying pounds with francs, than it would be by buying 
pounds directly for dollars — that is, when an indirect remit- 
tance to London is cheaper than a direct one — many dealers 
will be in a position to adopt the method of indirect remit- 
tance. Under the definition of arbitrage suggested in this 
text, this mere act of indirect remittance is not arbitrage, but 
only an approach toward it. Be this as it may, the point 
we wish to make now is that the continual selection by the 
various professional dealers in exchange of the cheaper 
methods of remittance or transfer, acts as an economic force 
in just the same manner as complete arbitrage, to bring rates 
that have broken from parity back to parity. As for defini- 
tion, there would seem to be no compelling reason for opposing 
the somewhat broader definition of arbitrage, often accepted, 
as including mere operations of indirect transfer. 

§ 104. Three-point and more complex arbitrage. — Three- 
point arbitrage, or arbitrage involving transactions in ex- 
change in or on three geographical points, may be analyzed 
into the two components of (1) a direct transfer of a fund 
from the point where the operator stands to another point, 
and (2) an indirect transfer thence through a third point 
back to the point of origin. We have now reached the puzzle 
department of foreign exchange. There are sixteen theoreti- 
cally distinct ways of performing a three-point arbitrage opera- 
tion with one kind of exchange (as telegraphic transfer) used 
throughout, that is, there are what we would call sixteen 
fundamental cases of the operation. Six different rates of 
exchange come under consideration in the planning of such an 
operation (unless some of these rates are omitted because of 
the absence of real or active markets in exchange). Each 
of the three cities may have a rate on each of the other two, 
there being thus two exchange rates in each city and six 
in all. 

Let us first search out the sixteen cases. As shown in 
§ 103, there are four ways of transferring a fund or credit 
from one city to a second through a third; and, as shown 
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in § 101, there are two ways of making what we have called 
a direct transfer. Thus, New York can transfer a fund to 
London through Paris in four ways. It can then retransfer 
directly from London to New York in two ways. Each of 
the latter two can be combined with each of the preceding 
four. This makes eight distinct methods whereby New York 
can send a fund through Paris to London and thence to New 
York again. There are also eight other distinct methods 
whereby New York can send a fund through London to Paris 
and thence to New York. This makes a total of sixteen com- 
binations of transactions in exchange. 

The following table sets forth the various possible com- 
binations in detail: 

The Sixteen Arbitrage Operations Which New York Can 

Effect through London and Paris, Employing a Single 

Kind of Exchange Throughout, as Cables 

First group of 8, involving an indirect transfer to London 

(1) N. Y. remits to Paris: Paris remits to London: London remits to N. Y. 

(2) (Same) : N. Y. draws on London. 

(3) N. Y. remits to Paris: London draws on Paris: London remits to N. Y. 

(4) (Same) : N. Y. draws on London. 

(5) Paris draws on N. Y.: Paris remits to London: London remits to N. Y. 

(6) (Same) : N. Y. draws on London. 

(7) Paris draws on N. Y.: London draws on Paris: London remits to N. Y. 

(8) (Same) : N. Y. draws on London. 

Second group of 8, involving an indirect transfer to Paris 

(1) N. Y. remits to London: London remits to Paris: Paris remits to N. Y. 

(2) (Same) : N. Y. draws on Paris. 

(3) N. Y. remits to London: Paris draws on London: Paris remits to N. Y. 

(4) (Same) : N. Y. draws on Paris. 

(5) London draws on N. Y.: London remits to Paris: Paris remits to N. Y. 

(6) (Same) : N. Y. draws on Paris. 

(7) London draws on N. Y. : Paris draws on London: Paris remits to N. Y. 

(8) (Same) : N. Y. draws on Paris. 

Among these cases there are no duplicates. Likewise, there 
are no possible cases not included in the sixteen. The arbi- 
trage may be engineered from Paris or London as well as 
from New York, but there are not three times sixteen 
cases. 

Four-point Arbitrage. — In three-point arbitrage a fund or 
credit travels around a triangle, making a journey in one 
direction between each two of the three cities. Thus: 
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Now it is always possible that rates in or on the fourth city, D, 
should reach such an adjustment that the transfer from B to C 
might better take place through D. This new indirect trans- 
fer, which it might become profitable to engraft upon the 
three-point arbitrage, is in and of itself as simple as the opera- 
tion discussed in § 103, but it converts the three-point into the 
practically more complex four-point arbitrage, represented in 
this manner: 




Four-point arbitrage presents no new questions of principle. 
There are 96 fundamental cases (or combinations) obtainable 
with telegraphic transfers alone employed throughout. In 
practice, complex forms of arbitrage are overweighted with 
expense, and probably are comparatively rare. The continual 
flow of arbitrages of a simpler character tends to forestall the 
more complex. For illustration, three-point arbitrage involv- 
ing B, C, and D, and three-point arbitrage involving A, B, and 
C, etc., tend to forestall any four-point undertaking. Compare 
the tendency to choose the cheapest method of a mere transfer 
of funds to forestall even the simpler arbitrage operations. 

Arbitrage Distinguished from Other Exchange Operations 
Involving Simultaneous Outlay and Return. — The purchase 
of long bills on a given country and the simultaneous sale of 
sight drafts against these upon the same country is a trans- 
action which in some respects resembles arbitrage, but which 
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is not arbitrage. In this transaction there are present the 
purchase of one kind and the sale of another kind of exchange 
as parts of a larger single operation for a profit. But, if an 
operation is to constitute what is known as arbitrage, the 
different kinds of exchange dealt in must be different in na- 
tionality, if we may so express it. Two pieces of exchange 
differ in nationality, either if they are drawn upon different 
countries, or if they are drawn in different countries. A New 
York bill drawn on Paris has a different nationality for the 
purposes of our definition, from a New York bill drawn on 
London. Also, a Paris draft on London has a different na- 
tionality for the purposes of our definition from a New York 
draft on London. Arbitrage as an exchange operation, dis- 
tinguished from all others, is one which involves the sale and 
purchase, as nearly simultaneously as possible, of pieces of 
exchange of different nationalities, and which involves a return 
of the fund employed to the point in which the original outlay 
was made. 



CHAPTER XVI 

MONETARY STANDARDS AND EXCHANGE RATES 

§ 105. The different monetary standards or systems. — 
The type of monetary system maintained by a country has a 
great bearing upon the behavior of its exchange rates. The 
several monetary standards known to the world, past or pres- 
ent, may be listed as follows: 

1. The gold standard 

(a) The gold-coin standard 

(6) The gold-bar or gold-bullion standard 

2. The gold-exchange standard 

3. The silver standard 

4. The bimetallic standard 

5. The fiat or irredeemable paper standard or system 

In recent times, combinations of 1(a), 1(6), and 2 have ap- 
peared in various forms. 

While there is reluctance in some quarters to speak of in- 
convertible or fiat paper as a type of standard money, the 
better view is that there is such a thing as a fiat standard. 
There is, of course, a pure question of definition involved. 

Among the several kinds of money found in any modern 
country, one serves as a money of ultimate redemption, in 
the sense that other forms are redeemable in it by the govern- 
ment or national bank, while this one is not itself redeemable 
in any other form of money. This one, the money of ultimate 
redemption, itself not redeemable in any further form of 
money, is to be defined as the "standard money." It is true 
that where this standard money is gold coin, it is convertible 
(by melting) into a valuable metal or bullion, but, if the 
conversion is carried through, it is not an act of redemption, 
and, furthermore, the valuable metal into which it converts is 
not money but is a commodity. Gold coin is really irredeem- 
able. Some standard moneys, however, are truly redeemable, 
but where this is so, they are redeemable only in bullion and 

315 



316 FOREIGN EXCHANGE 

not in another form of money. The United States has no 
obligation whatever to redeem the gold coin which issues from 
its mints, and does not redeem it. The Bank of England has 
until recently been obligated to redeem its notes (the stand- 
ard money of England) but only in gold bars or the gold com- 
modity. Thus, there is a money of ultimate redemption, in 
which other forms of money — token moneys, "change," and 
certain forms of notes — are redeemable, while it is itself not 
redeemable in money ; and this is the standard money. 

When the unit of value selected by a country is a fixed 
physical quantity of gold, whether it is a coined unit or only 
one in bars used to redeem paper money, we say indifferently 
that the country has a gold standard or is on the gold standard. 
In a similar way a country might have or be on the silver 
standard. To be on the gold-exchange standard means to 
have a non-gold local currency which is kept interconvertible, 
at some officially established and nearly invariable rate, with 
exchange (i.e., bills and drafts) on a foreign country that has 
the gold standard. If this system is actually maintained, the 
gold money of the foreign country serves as the real money of 
ultimate redemption, though it does not circulate in the country 
having the gold-exchange standard and the redemption takes 
place in an indirect manner only. The gold-exchange standard 
has been a very important form of monetary system in the 
world in recent times. 

To be upon the bimetallic standard, a country must have 
both gold and silver standard moneys conjointly, with the na- 
tional unit of value denned as both a certain amount of gold 
and a certain other amount of silver, and both gold and silver 
bullion must be subject to the right of free coinage, or to the 
analogous right of free convertibility at central bank or gov- 
ernment office into national paper money. Historical bimetal- 
lism has been gold and silver coin bimetallism, rather than 
bullion or bar bimetallism. It is not bimetallism to have a 
subsidiary or token silver money alongside a gold standard 
money. While there is no country with bimetallism to-day, 
this monetary system has an important history, and is the 
subject of an enormous past literature. It has, of course, its 
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special relations to foreign exchange. These are of very con- 
siderable theoretical interest, but cannot be discussed in this 
book. 

A country on the irredeemable paper standard has a money 
of ultimate redemption of paper which is itself redeemable in 
nothing. Alongside this will be subsidiary and token moneys 
kept at a parity with it. How this irredeemable standard 
money, which has been very common in the world, comes to 
have and keep a purchasing power over services and goods, 
real wooden and iron commodities, has always been more or 
less of a mystery to the normal mind, but this is because some 
very usual notions as to the nature and source of the value, 
or purchasing power, of money are rather faulty. 

§ 106. The gold-coin standard. — The history of the develop- 
ment of national standard units of value consisting of fixed 
physical quantities of gold, lies beyond our field. The first 
perfected full gold standards were gold-coin standards, and 
were planned on the assumption that coined gold would serve 
as an actual circulating medium. But it now appears probable 
that the circulation of such coin as currency in daily life is a 
passing historical phase of the gold standard. However, the 
discovery of gold in unexampled quantities might necessitate a 
future revision of this statement. It has at any rate become 
clear that a gold standard can be maintained without the 
manufacture or use of any gold coin whatsoever, that is, by 
resort to the gold-bar standard. The English monetary 
system of 1925 is the most important example of this. The 
monetary system of the United States is, on the other hand, 
the most important example of the gold-coin standard, though 
our country would not have to make very extensive changes 
to shift to a bar standard. 

§ 107. The gold-bar standard. — A government, or a central 
bank under governmental control, may issue circulating notes 
redeemable in the national gold coin on demand. Suppose, in 
the course of time, for one reason or another, virtually all the 
gold coin comes to rest in the reserves kept for the redemption 
of these notes, and it comes to pass that the only demand 
made in practice for gold comes from note holders who want 
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metal merely for export or for use in the industrial arts. Bar 
gold will be quite as acceptable here as coin of equal weight. 
The country may decide to abandon all pretense of the use 
of gold as an actual circulating medium, and may wholly give 
up the minting of gold coin, and yet not abandon the gold 
standard. It needs only to make its national paper money 
redeemable in a fixed number of grains or grams of gold per 
unit of money. It may make this quantity just what was con- 
tained in its former gold-coin unit. In any case, under the 
new scheme it ties its money unit to gold quite as effectively 
as under the gold-coin standard. It adopts the gold-bar or 
gold-bullion standard. 

It is not our purpose to undertake the great task of tracing 
the detail of the development of this standard in the period 
of postwar reconstruction of the world. The standard has 
come into existence, and, as stated earlier, there are good rea- 
sons for supposing it will be the final form of the gold stand- 
ard. The monetary picture in the world at the present moment 
is too changeable to make it advisable to go into detail country 
by country. There are cases of a mixture or combination of 
gold-coin, gold-bar, and gold-exchange standards, all three. 
In some countries there is a tendency to take a pride in re- 
storing the actual circulation of gold, which may upset the 
prediction that the gold-bar standard will dominate the future. 

The following may be laid down as the conditions which 
must be met if a country is to be fully and unreservedly upon 
the gold-coin standard. 

Gold-Coin Standard 
In Domestic Relations 

1. There must be a gold money of ultimate redemption, actually 
available and not merely legally authorized to exist. 

2. The unit of this must be a fixed (and not a variable) 1 physical 
quantity of gold. 

1 Irving Fisher'a plan for a dollar of variable gold contents (which 
could of course circulate only by paper proxy) would, if international- 
ized, it is believed, give us a better monetary system than the gold 
standard, but one can hardly maintain that under this scheme we would 
still be on the gold standard. 
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3. This money must be subject to the right of free coinage for 
private owners of bullion. 

4. It must be lawful to melt down this money at will. 

5. The collateral or subsidiary forms of money must actually be 
maintained at parity with this gold money. 

6. [The standard money ought to have full legal tender power.] 

In Foreign Relations 

7. There must be no legal or legally recognized interference with 
the free export and import of gold bullion. 

During the World War nearly all countries prohibited or 
laid drastic regulations upon the export of gold. The United 
States undoubtedly maintained the gold standard throughout 
the period in domestic relations, but it did not maintain it in 
foreign relations, because it prohibited the free export of the 
metal. 

The essence of the gold standard is the convertibility of the 
unit of any form of money {e.g., any kind of dollar circulating, 
silver or paper, or a dollar of 100 copper cents) into a fixed 
physical quantity of gold metal at the will of the holder, and 
its counterpart, the convertibility of this same quantity of the 
metal into the unit of money at the will of the holder of the 
metal. It is the interchangeability of the fixed amount of the 
metal and the money unit in all its forms. In some instances 
certain subsidiary forms of money are maintained in restricted 
quantities at a parity with gold money as a matter of fact, 
without their possessing strict legal redeemability. 

We may now state the conditions which must be met if a 
gold-bar standard is to be maintained. 

Gold-Bar Standard 
In Domestic Relations 

1. The actual standard circulating money (notes of government 
or of central bank) must be redeemable in gold bullion in a 
fixed and invariable physical quantity of bullion to the nomi- 
nal or stated unit of money. The establishment of a reason- 
able, even if large, minimum amount for which redemption 
will be granted, does not violate this condition. 

2. The standard money must be issuable on demand to any de- 
positor of gold bullion, at this same or nearly this same fixed 
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rate. The establishment of regulations as to the kind and mini- 
mum amount of bars that will be thus bought by the money- 
issuing authority, and the establishment of a somewhat lower 
buying rate for gold metal than the official selling or redemp- 
tion rate of paragraph 1, do not essentially violate this condi- 
tion. (This corresponds to the right of free coinage of gold 
under the gold-coin standard.) 

3. The collateral and subsidiary, or "representative," forms of 
money must be maintained at a parity with the standard 
money; and thus indirectly in a fixed value relation with gold 
bullion. 

4. [The standard circulating money ought to have full legal ten- 
der power.] 

In Foreign Relations 

5. There must be no legal or legally recognized interference with 
the free export or import of gold bullion. (Any tariffs on the 
gold movement will be a violation of the principle of the gold 
standard. A very small tariff would be a very small violation.) 

The essential feature of interconvertibility of unit of money 
with a fixed quantity of gold is as well preserved in the gold- 
bar as in the gold-coin standard. To be sure, the establish- 
ment of large minimum amounts at which alone conversion 
either way may take place — which is characteristic of present 
day gold-bar standards — is an interference with the absolute 
free play of a gold standard, but there hardly seems to be 
anything to criticize here. 

Under both the coin and the bar standards, the value (pur- 
chasing power) of the national currency unit and the value 
of a fixed physical quantity of gold metal, are tied together. 
It is natural to think of the value of the gold metal as de- 
termining the value of the currency unit. While this is hardly 
a true general theoretical conception of the case, we had better 
not take space here to argue such a point of monetary theory. 
Keeping up the redemption of money in gold has the effect 
of setting a limit upon the amount of national currency and 
bank credit purchasing medium that can be outstanding, and 
thus insures a country against unlimited expansion of its cur- 
rency and the accompanying excessive depreciation of its pur- 
chasing power. The degree of limitation of the currency which 
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can be pyramided upon a given gold base depends, of course, 
upon the monetary and banking customs and laws of the 
particular country concerned. The limit is not a perfectly 
exact and predictable one. 

In serving the function of stabilizing the exchange rates 
between gold countries, bar and coin standards are equally 
effective. Where combinations of gold-coin and gold-bar 
standards* exist to-day, the laws commonly permit the national 
central bank to redeem in coin or bars at its own option, and 
give this bank sole access to the mint and control of the 
amount of coin struck and virtual control of the amount to be 
circulated. 

§ 108. Mint or gold pars of exchange. — Until recent times 
the British monetary unit, consisting of 113.0015 + grains troy 
of fine gold, was coined in the form of the so-called "sovereign," 
or gold coin of £1. At present (1932) sovereigns still exist, 
but further coinage of them is not provided for under the new 
gold-bar statute. We continued, rightly, up to 1931 to 
speak of the pound sterling as consisting of 113 + grains of 
fine gold, because the pound sterling of notes was inter- 
convertible with this amount of the metal. 2 Thus, despite the 
fact that gold bars are not money (at least they are not money 
in a practical modern sense), a stated quantity of mere gold 
metal may constitute the "unit of value." The comparison of 
different national gold money units, coined or uncoined, gives 
rise to what is called the "gold par." Formerly all gold pars 
could logically be called "mint pars," the historical name for 
this type of par. 

To begin a little way back, what is commonly called the 
"value" of one gold money unit in terms of another depends 
on the relative amounts of pure or "fine" gold contained in the 
two. Thus, the English gold pound is said to have a value of 
$4.8665 + in terms of the American unit, because it contains 
4.8665 + times as much fine gold as does the dollar. A some- 
what objectionable form of statement is that the pound has an 
"intrinsic" value of $4.8665. The best name to be applied 

2 It being understood by way of qualification that some minor varia- 
tions in the bank's buying price for gold are allowed by law. 
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to this figure is simply the "gold par" between England and 
the United States. 

The gold par between two gold countries (called also the 
mint par where both have the gold-coin standard) is the ratio 
between the quantities of fine gold contained in the two na- 
tional units of value. It may be described equally well as the 
number of money units of the one country which contain the 
quantity of fine gold that is contained in the single unit of the 
other country. Thus: 

Ratio of contents of pound and dollar 4.8665 : 1 

Number of dollars containing the fine gold that is in 

one pound $4.8665 

The following points should be noted: 

1. There is no mint or metal par between countries which 
do not have a common metallic standard, as, for instance, be- 
tween a gold- and a silver-standard country. (The variable 
value-ratio between gold and silver metals does not afford the 
kind of par we are discussing.) There can be a silver par or 
mint par between two silver-standard countries. Inconvertible 
paper countries very commonly have statutes, ineffective but 
nevertheless unrepealed, which define a national gold unit of 
value. Between such a legally nominated but nonfunctioning 
gold unit and the gold units of other countries, legal mint pars 
can be calculated and are frequently published. They are, 
however, without influence upon exchange rates. 

2. There are two ways of expressing any given gold or mint 
par. One can, for instance, set down the number of gold 
florins that are equivalent, with respect to gold contents, to a 
dollar, or the number of dollars equivalent to a florin. Thus: 

2.4878 florins = 1 dollar 
.40195 dollars = 1 florin 

This recalls the two principal methods of expressing any given 
foreign exchange rate. 

3. Speaking of two countries having the gold-coin standard, 
the relative average weights of actual coin in circulation may 
be (and in fact always are) different from the exact mint par. 
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There are two causes for this difference. The first is error in 
minting. It is impossible for mints to strike coin which shall 
weigh exactly what the letter of the law requires, and the law 
itself provides certain narrow limits of permissible deviation 
of the weight of newly minted coin from the exact legal stand- 
ard. The amount of deviation allowed is in this country called 
tolerance. There is also a tolerance granted for error in fine- 
ness. In the second place the abrasion or wearing down of 
coin in actual circulation reduces its contents. If a standard 
coin's loss of weight through abrasion becomes too great, the 
coin either ceases to be legal tender, or else it becomes legal 
tender for an amount in proportion to its weight instead of 
at its nominal value. A certain amount of abrasion, without 
loss of tender power at its nominal value, must be tolerated in 
a coin, and the law of each country provides what this amount 
shall be. While, therefore, according to the mint par, $48,665 
of gold coin of the United States should contain the amount of 
pure gold constituting £10,000, this relation would not hold to 
the exact figure in the case of actual coin. If $48,665 of 
American gold coin drawn from circulation were shipped to 
England to be converted into sterling, it would in practice fall 
short of a weight sufficient to produce a full £10,000. 

4. Mint pars are not affected by seigniorage and brassage 
charges, or by changes in these charges, so long as the contents 
of the money units remain unaltered. But such charges do 
affect the gold points. (Compare discussion of gold ship- 
ments.) 

§ 109. Gold pars distinguished from actual values. — Gen- 
erally, when we speak of the "value" of one thing in terms of 
another, we mean the purchasing power of the first thing over 
the second in actual trade on the market, this purchasing 
power being measured merely by the quantity of the second 
thing which a unit of the first will command in exchange. The 
currency unit of one country may be exchanged or traded for 
that of another country, either (1) directly by the sale of the 
currency itself, the actual coin or notes, as a foreign money 
in the ports or cities of the other country, or (2) indirectly by 
the sale in one country of drafts or bills of exchange on the 



324 FOREIGN EXCHANGE 

other at what we know as the rate of exchange. The rates or 
prices at which these actual trades take place are the actual 
economic values, and there is no tendency for them to be at 
the exact figure of the gold par more frequently than at neigh- 
boring figures. Rarely is the actual economic value at the 
gold par. 

In general, the rate of exchange for sight drafts is, of course, 
the most important of these actual economic values. At one 
time after the war, sight drafts on England, payable in English 
legal tender paper pounds, could be bought at $3.20 or lower, 
while a gold sovereign would fetch something near $4.86. To- 
day we might find the following rates holding good: 

Buying price for Bank of England notes $3.45 per £ 

Selling rate for bankers' sight drafts 3.46 

Gold par 4.8665 

Travelers and steamship employees are always selling foreign 
money in small quantities. 

In earlier times when coin was shipped more frequently than 
now, the Bank of England made a common practice of buying 
American gold coin from importers in large lots at the price of 
£3 16s. 4%d. per ounce troy gross weight. What this par- 
ticular price for "eagles" meant, as a price per dollar of nominal 
or stamped value, depended of course on the degree of abrasion 
of the coin. 

Though the gold par is not the actual value-ratio between 
currencies, it does, under gold standard conditions, closely 
govern the relative values of the currency units in the actual 
exchanges of one against the other: it governs in the sense 
that it closely constrains the movement of the exchange rates. 
The gold par is the approximate center of oscillation of the 
sight rate of exchange between any two gold standard coun- 
tries, in times of freedom of gold shipment, and this rate can 
get only a very small distance away from the par in either 
direction. In the case of New York rates on London, the gold 
par is somewhat to one side of the point midway between the 
upper and lower limits of rate fluctuation: that is, as indicated, 
it is an approximate center of oscillation of sight rates. For 
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reasons that will appear in the chapter on gold shipments, the 
lower limit is at a greater distance underneath than the upper 
limit is above the par. We are speaking, of course, of the 
assumed conditions when England is on the gold standard 
as well as the United States. 

The gold par itself depends wholly on the national monetary 
laws passed by the governments of the two countries concerned. 
This explains at bottom what the relation is of national mone- 
tary laws to exchange rates. The English government defines 
the pound sterling in such terms as to make it contain 113.0015 
-j- grains of pure gold, and the American government has de- 
fined its monetary unit in words that make it contain 23.22 
grains of pure gold. The par follows from these legally fixed 
figures and cannot be changed except by a change of legislation. 
No merely economic force, no amount of alteration in the sup- 
ply of or demand for gold, generally or locally, could have the 
slightest effect on the gold par. 

§ 110. Free coinage under the gold-coin standard. — Speak- 
ing at this point of any two countries both of which have the 
gold-coin standard, the relation of the mint par to their ex- 
change rates is this: the sight rate in one country on the other 
cannot rise more than a certain distance above the figure of 
the mint par, because further rise will be checked by the 
export of gold from the country where the rate is rising. 3 In 
a similar way, a fall of the rate will be checked at a certain 
point beneath the par by the import of gold into the country 
where the rate is falling. The influence of the mint par upon 
exchange rates is confined to its regulation of these upper and 
lower limits, which are known as the "gold points." 

The action of gold shipments to confine the rise and fall of 
exchange is dependent upon the maintenance in both countries 
of what is known as the system of free coinage. Under the 
pure gold-bar standard, the substitute for the right of free 
coinage is the right of unlimited sale of gold to the currency- 

8 We use the terms rise and fall on the assumption that the exchange 
rate is quoted according to the "direct" method. That is, a rise of 
the rate means dearer exchange, whereas where indirect price quotations 
are employed, it means cheaper exchange. Compare § 22. 
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issuing authority at the official price (a right suspended in 
Sweden during the war period!). As will appear more fully 
later, the functioning of gold shipments in this manner is due 
to the fixity, or virtual fixity, of the price of the metal gold in 
each of the countries. This in turn is conditioned on free coin- 
age in each. The right of free coinage consists in the privilege 
granted any owner of the standard money metal to present 
the same to the government mint to be manufactured into coin 
to be returned to him. It is the privilege of having bullion 
coined for oneself at the mint in quantities without a maximum 
limit. As a matter of convenience to the mint, a minimum 
limit must of course be set. 

As the phrase is commonly used, especially in economics, 
the right of free coinage does not mean the right to have the 
service of the mint without charge. Free coinage does not 
mean costless coinage, but unlimited coinage. No doubt, how- 
ever, it is ordinarily implied in the idea that there should be 
no greater charge made at the mint than one sufficient to cover 
actual costs. When minting is performed without charge to 
the depositor of the bullion, it is called gratuitous coinage. As 
a matter of public policy the United States strikes coin gratui- 
tously, but nearly all gold-coin standard countries make a 
moderate charge for this service. 

A charge levied for coinage is known as seigniorage.* If 
merely sufficient to cover the supposed cost to the mint, it is 
known as brassage. Free coinage is also referred to as coinage 
on private account because the coin manufactured under this 
system belongs to and is returnable to the private owners of 
the bullion from which it is made. The subsidiary forms of 
coin, or token moneys, are said to be coined on government 
account, because the government purchases the required metal 
on the open market and proceeds to make the coin for itself 
or for its own account. The government owns this coin after 
it is struck, and puts it in its treasury for expenditure, or for 
exchange against other forms of money on demand. 

4 The term seigniorage is also used in a different though related 
meaning to indicate the profits made by government mints from the 
coinage of their subsidiary or token metallic moneys. 
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When coining is done on private account, it is not to be 
understood that care is usually taken to give the depositor of 
bullion the identical coin which is made from his own par- 
ticular metal. The coining value of his deposit having been 
ascertained, the duty of the mint, or the central bank which 
in many countries acts as go-between, is fulfilled simply by 
giving him the amount of coin which is his due. If the coining 
value (less charges if there are any) turns out to be a frac- 
tional sum, as, say, $5,837.30, token money must of course be 
used to pay the odd part, as the $2.30 in this case. It should 
be understood also that a depositor may take his returns in 
the shape of a warrant on a government office, or a check on a 
bank, or a deposit in the bank, or notes issued by the bank, 
which as go-between has purchased his bullion. 

As suggested above, the right of free coinage ceases to exist 
under the pure form of the gold-bar standard. Coinage of 
gold itself ceases. However, the substance of the right is pre- 
served in an altered form, and if it were not, there would be 
no true gold standard. The holder of gold metal gains the 
right to exchange it for national standard money at a fixed 
or nearly fixed price per ounce or per kilogram of fine metal. 
The new right is a virtually perfect substitute for the old 
right of free coinage. 

§ 111. Standard bullion. — Gold coin is not struck from pure 
or "fine" bullion; but is in present times made from bullion 
which is either % or 11 / 12 fine. Metal possessing the proper 
degree of fineness to be made into coin as defined by law is 
known as standard bullion. In the majority of countries, 
standard bullion is %o fi ne > in England and a few other coun- 
tries 11 A.2- A- fineness of % is usually expressed by the figure 
.900, signifying of course 900 parts fine in a total of 1,000 
parts, the other 100 parts, or % > being of other metal 
(chiefly or wholly copper). A fineness of i y 12 is expressed 
decimally as .916%. The copper or other extra metal is called 
the alloy. It is introduced into the gold to make it compara- 
tively hard and durable. The standard bullion of the United 
States is permitted by law to contain both copper and silver 
alloy, the silver, however, not to exceed Yiq oi the alloy itself, 



328 FOREIGN EXCHANGE 

that is, 10 parts in 1,000 of the whole mass. Under this rule, 
small amounts of silver found in the gold as it comes from 
the mines might be left in to count as part of the alloy. If 
the silver appears in the natural bullion in sufficient quantity 
to make it pay to refine it out, such a course would be pursued 
before finally presenting the gold for coinage. Except in con- 
nection with the art of coinage, the word "alloy" is not used to 
signify one element (the baser one) in a mixture of metals, 
but means the whole mixture itself. Thus for example, brass 
is spoken of as "an alloy of copper and zinc." 

The right of free coinage means in the first instance the 
right to have standard bullion (i.e., bullion .900 or .916% fine) 
struck into coin. If the mint were to refuse to receive for 
coinage bullion of any other degree of fineness, the owner 
would of course be compelled to have it standardized at a 
private refinery. As a matter of practice, however, some of 
the mints of the, world standardize gold as well as coin it, and 
exchange coin for deposits of bullion of other degrees of fineness 
than the standard. There are a number of rules and conditions 
governing this exchange, and these differ slightly in detail in 
the several countries. 

The old gold coins of England are x % 2 fine, but under the 
bar standard English standard bullion has lost the special sig- 
nificance it once had, and there is no reason now for making 
any bars 11 / 12 fine for trading in the general London gold 
market. The continuance of the custom of quoting the price 
for bullion 1 % 2 fine does not negative this fact. 



CHAPTER XVII 

THE MINT, BANK, AND MARKET PRICES OF GOLD 

§ 112. The striking stability of the market price of gold. — 

By the price of any given thing we mean the quantity of 
money for which a unit of that thing will exchange. By the 
price of gold we mean the quantity of money for which a unit 
of gold bullion will exchange. We do not mean, by the price 
of gold, the purchasing power of gold money over commodities 
in general, although this is occasionally miscalled the "price 
of gold." In the United States and England gold bullion is 
priced by the troy ounce. In other leading countries it is 
priced by the kilogram. In countries which have the gold 
standard, the fact that the money unit, in terms of which 
gold bullion is quoted, is itself a fixed quantity of gold, does 
not make the quotation cease to be a price. The fact does, 
however, lead to the one striking consequence that the price of 
gold is an almost invariable figure in a gold standard country. 
In a silver or paper standard country the price of gold does 
not show any peculiar fixity. 

The principal market of the world for gold is in London. 
From year to year, under gold-standard conditions, the price 
of this metal will remain between £3. 17s. 9d. and £3. 17s. lid. 
per ounce 11 / 12 fine. The utmost possible range of variation 
will be between £3. 17s. 9d. and £3. 18s. Id. 

£3. 17s. Qd. = 933 pence per ounce 
£3. 17s. lid. = 935 pence per ounce 
£3. 18s. Id. = 937 pence per ounce 

The ordinary range, from 933d. to 935d. per ounce, amounts to 
less than % of 1% of the average price between the figures, 
and the extreme range of the price, under the influence of un- 
usual banking conditions, amounts to less than y 2 of 1%. 
Taking such great staple commodities as wheat, corn, cotton, 
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steel, or copper, we find that the highest and lowest prices 
touched by any of them within a single decade will differ by 
an amount equal to from 80 to 100% of the price midway be- 
tween the extremes. In other words, a staple commodity may 
have within a single decade a price range of 200 times that of 
gold, even taking the price of gold through the whole length 
of time during which a country maintains its gold-standard 
statutes unaltered. 

But one thing can change the limits which confine the price 
of gold in a country which has the gold standard, and this is a 
change in the legislation of that country or an abandonment of 
its execution. Neither the discovery of gold in the same 
abundance as coal nor the entire cessation of its production 
would of themselves have any effect upon these limits. Either 
of such extreme eventuations would of course force changes 
in money legislation, the abandonment of the gold standard 
in fact, and would in this manner, although in this manner 
only, react on the price of gold. 

§ 113. The mint price of standard bullion. — The remarkable 
stability which we find in the market price of gold is, under 
the conditions of the gold-coin standard, simply a direct con- 
sequence of the fixity of its mint price. By the mint price of 
gold is meant the quantity of gold coin which the mint will 
deliver per ounce (or other physical unit) in exchange for gold 
bullion deposited with it for coinage. This price is fixed by 
those statutes which (1) define the national standard money 
unit, (2) establish the system of free coinage, and (3) set the 
charge, if any, to be levied by the mint for converting standard 
bullion into coin. In the United States, for example, the 
standard money unit is defined as 25.8 grains (troy) of gold 
% fine, and is given the legal name "dollar." The right of 
private persons to have their bullion converted into coin by 
the government mint was first laid down in the original coin- 
age act of April 2, 1792. The right of free coinage was in the 
beginning given to owners both of gold and of silver bullion. 
The present law governing here is the Act of February 12, 
1873, which explicitly confirms the right of free coinage, but 
confines it to gold alone. Since 1875 the mints of the United 
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States have converted standard bullion into coin without 
charge to the depositor of the bullion. In virtue of these sev- 
eral statutes the mint price of standard gold is fixed at 
$18.60465 + per ounce/ 

The statutes do not expressly declare that this figure shall 
constitute the "mint price" of gold, but their provisions of 
necessity imply it. Since it is declared that one dollar of coin 
shall contain 25.8 grains of standard gold, it is a mere matter 
of arithmetic that one ounce of this gold will make 18 6 % o 
dollars. There are 480 grains in an ounce and 25.8 is contained 
18 6 %oo + times in 480. By providing for the "free" and 
"gratuitous" coinage of standard bullion, the statutes make it 
compulsory for the mint to deliver this sum of coined money 
per ounce to the depositor of standard bullion. Thus $18.60 + 
becomes the mint price of standard gold per ounce troy. If 
the statutes of the United States should be altered so that the 
definition of the dollar or "standard unit of value" should 
become, say, 48 grains of gold % fine, this would change the 
price of gold in this country to $10 per ounce of standard 
bullion, for then 1 ounce of gold would make just 10 units or 
dollars (480 grs. -=- 48 grs. = 10) . If the United States should 
suspend the free coinage of gold, while continuing the use of 
gold coin as standard money, this would abolish the mint price 
of gold, and would leave the market price of the metal free to 
fall below $18.60 and to fluctuate on this lower side in much 
the same manner as other prices. Such an action would 
amount to an abandonment of the gold standard. 

§ 114. The mint price of fine bullion. — In every country 
having the gold-coin standard, the mint price of standard 
bullion depends upon the same legal elements as those pointed 
out in the illustration of the United States. In most coun- 
tries, however, it is or has been affected by a small charge for 
coining. The mint price for fine, as distinguished from stand- 
ard gold, is simply deduced from that for standard gold. Take 
for example the figures for the United States. One ounce of 
standard gold contains % of an ounce of fine gold, or 10 
ounces of standard bullion contain 9 ounces of the fine or 
pure metal. 
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1 ounce of standard bullion = $ 18.60456+ 
Therefore 10 ounces of standard bullion = $186.0465+ 
Therefore 9 ounces of fine gold = $186.0465+ 

Therefore 1 ounce of fine gold = $ 20.6718+ 

In this manner, we calculate what is called the "mint price 
of fine gold," to be $20.67 + per ounce. It is not to be under- 
stood, however, that perfectly pure or fine gold is offered for 
sale at the mint. It is questionable if absolutely pure gold 
can be produced. The so-called "mint fine" bars used in 
international gold shipments commonly have had in recent 
years a fineness of .999 or better, and not long ago they varied 
between .992 and 999. A new process of refining accounts for 
this change. Gold which is refined to the most extreme purity 
possible, and which is desired for chemical or other special 
purposes, has to bear an exceptionally high price to cover the 
expenses necessarily incurred in getting rid of the last elements 
of impurity. Thus, the mint price of fine gold is not to be 
taken literally as a rate per ounce at which absolutely pure 
gold is in practice sold to the mint. For such sales are not 
made in fact. It is merely the base price for rating the coining 
value of the pure gold which is contained in the bullions of 
varying degrees of fineness which are in practice presented to 
the mint. Thus, a thousand ounces of bullion .995 fine will 
contain 995 ounces of pure gold. .995 multiplied by $20.67 + 
gives us the basic value of the bar, while a bar of a thousand 
ounces .850 fine would contain only 850 ounces of pure gold, 
and would have a basic value of 850 X $20.67 +. Whether 
a given bar possesses its full basic value for actual sale to the 
mint depends upon whether any expenses have to be paid out 
of this value by the owner to make the bar finally acceptable 
for coinage. 

§ 115. The market price of gold under the gold-coin stand- 
ard. — Where there is organized and continuous dealing in gold 
bullion, the competition of buyers and sellers establishes the 
market price of gold. Gold dealers have, under ordinary con- 
ditions (meaning, virtually, conditions of peace), a lawful 
right to trade at any prices they see fit to quote, but in a gold- 
coin standard country they will never see fit to make prices 
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more than a small fraction of 1% away from the mint price. 
The mint price being fixed, this accounts for the remarkable 
steadiness of the market price of the yellow metal. 

That the market cannot stand very much below the mint 
price is evident because every holder of bullion (except in 
undersized lots) has the option of exchanging it for the mint 
price by the simple method of depositing it at the mint for 
coinage. He could not be expected to take appreciably less 
than $20.67 a fine ounce in the United States, when a fine 
ounce will make 20.67 dollars of gold coin all of which will be 
delivered over to him. 

Again, so long as a country is on the gold-coin standard, the 
market price of gold metal cannot rise appreciably above the 
mint price for the reason that the metal can always be 
obtained at substantially the mint price by the method of 
melting down gold coin. 1 

In the first place, if the gold standard prevails, a unit of any 
kind of lawful local money can be converted at will into a 
unit of gold coin. In the second place, if this coin has the 
exact weight and fineness prescribed by law, the metal which 
it will yield when melted down will cost precisely the mint 
price. This is a mere matter of mathematical necessity. 

Thus, suppose that, instead of buying $1,000 worth of gold 
metal in the open market, a manufacturing jeweler melts 100 
U. S. eagles or $10 pieces of full legal tender value. The ingot 
of bullion obtained obviously costs $1,000, for $1,000 of money 
had to be surrendered to secure it. If the coin is of full weight 
and fineness, it will contain 23.22 grains of fine gold per dollar, 
or a total of 23,220 grains. This makes 48% or 48.375 ounces 
troy (23220-^480), and if 48% ounces cost $1,000 each ounce 
costs $20.67. 

The practical resort to the plan of melting coin almost 
always involves a small increase in the cost-price of the bul- 
lion procured, by reason of the coin being a trifle short of full 
content. The chief cause of this condition is abrasion in cir- 
culation. A very minor cause is error in minting. Suppose 

1 The notion sometimes held by the man on the street that it is 
unlawful to melt coin is erroneous. Mutilation of coin is forbidden. 
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the 100 eagles of the preceding illustration lack 50 grains of 
their full fine contents (being thus a little over % of 1% 
short) , and therefore weigh 23,170 grains fine. If 23,170 grains 
cost $1,000, the rate is at $20.71 per fine ounce. 

The foregoing is a mere illustration, but it serves to show 
that in a country having the gold-coin standard the theoretical 
upper limit of the market price of gold is a certain small dis- 
tance above the mint price — a distance depending primarily 
on the average degree of abrasion of actual coin. 

§ 116. The price of gold under the gold-bar standard. — 
The conditions of to-day strongly suggest that the bar stand- 
ard is to be the dominant form of the gold standard of the 
future. Contemporary examples of the bar standard are not 
all of the pure type, for many have made their appearance as 
a graft upon a preexisting gold-coin standard with features 
that would not be adopted de novo. It is desired here merely 
to bring out the simpler principles that must govern the price 
of gold under this standard. It will suit our purposes best to 
consider an hypothetical example rather than an actual one. 
We thus avoid becoming involved in the duty of explaining 
detail and historical origins peculiar to a given country. 

Our hypothetical example should, however, be typical. Let 
it be supposed, then, that a certain country has a national 
central bank whose demand circulating notes constitute the 
principal or basic money. (The present writer would call it 
the standard money.) This bank is not owned and operated 
by the national government, but is subject to its statutory law. 
This law declares that the monetary unit shall be called, let 
us say, the "florin," and that it shall consist of 1 gram of fine 
gold. (A gram is 15.432 -f- grains troy, and such a monetary 
unit would have almost % of the fine gold contents of the 
standard United States dollar.) There is to be no gold coin. 
The bank notes, however, are issued in denominations of 
florins. There will be notes for 5, 10, 50, and 100 florins, and 
so on, and possibly notes for 1 florin each. Every note will 
constitute an obligation of the bank of issue to deliver to the 
holder upon his demand 1 gram of fine gold per florin of face 
value. But in the interest of practicality, redemption is made 
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obligatory only when the notes are presented in unit lots of, 
say, approximately 12,500 florins, that is, the gold will be de- 
livered only at wholesale. The law will not compel the bank 
to deliver bars which are absolutely fine {i.e., "1,000 fine"), but 
only commercial or mint fine bars which often in practice run 
on assay about .9995 fine or better. The production of finer 
bars is not generally worth while under existing conditions in 
the refiner's art. 2 Thus, a bar weighing 12,600 grams gross, 
and having a fineness of .9996, would serve to redeem 12,595 
florins of notes (12,600 X -9996 = 12,594.96). To redeem 
12,595 florins of notes the bank delivers 12,595 grams of fine 
gold, but delivers it in a bar that contains some elements not 
gold which are figured not to affect the value either way. 

The redemption of its notes may, of course, be taken as a 
sale by the bank of gold metal for national money (its own 
notes), and in accordance with usage we may say that in our 
hypothetical country the national bank's fixed selling price for 
gold is 1,000 florins per fine kilogram (or 1 florin per gram). 

If there is to be a true gold-bar standard, it will be necessary 
to make it obligatory upon the bank also to buy gold metal, 
that is, to issue its notes to those who present gold metal and 
ask for national money in exchange. (This is not to say that 
this is the only way in which such notes may issue.) The law 
might compel the bank to buy at a figure identical with its 
selling price, namely, 1,000 florins per fine kilogram, but typi- 
cally it will set up something of a margin in favor of the bank 
requiring it to purchase at, say, 997 florins per kilogram. 

We have then in our hypothetical country, this: 

National Central Bank's fixed selling price 
of gold metal (in commercial fine bars) 
per fine kilogram 1000 florins 

Minimum buying price of same bank 997 florins 

2 In the present London gold market a bar .995 fine is good delivery 
(W. F. Spalding, The London Money Market, 1930, p. 187). This 
means, for example, that a bar weighing 400 ounces gross and being 
.995 fine is good in discharging a contract to deliver 398 ounces of fine 
gold (400 X .995 = 398), while a bar of 400 ounces gross being only 
.910 fine would not be good delivery for 364 ounces of fine gold, though 
it does contain that much fine gold. 
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What this must signify for the market price of the metal in 
the country is virtually self-evident. Dealings in the general 
market (if there is one outside the bank) can in regular course 
take place at prices between 1,000 florins and 997 florins as 
upper and lower limits. There may be sales at any intermedi- 
ate figure. The price cannot go above 1,000 florins (except in 
deals involving smaller lots than those handled by the bank) , 
because no one will rationally pay more than he has to give 
at the counters of the money-issuing authority, the bank. And 
of course no one will sell in the market for less than 997, be- 
cause this can always be obtained at the bank. 

Thus, under a typical gold-bar standard the market price of 
gold may fluctuate within narrow limits, say, over a range of 
% of 1% of the price. If it were the policy of the law to 
reduce this range of fluctuation to zero, this object could be 
accomplished. Whether under the gold-coin standard this 
range of fluctuation is a fraction of a per cent, as it was in 
England before the war, or practically zero, as in the United 
States, depends upon the detail of statute and of administra- 
tive practice. 

The bank buying price for gold was described above as a 
"minimum" buying price. This is to indicate that typically 
the law will permit the bank to raise this price at its own 
option. This it might do for the purpose of giving a slight 
stimulus to gold imports when these are impending and are 
regarded as desirable. 

§ 117. The fluctuating purchasing power of gold. — The 
fixity of the price of gold to be found in a gold-standard 
country is, of course, not a sign that it has a fixed economic 
value. One must not even infer that the steady price of gold 
gives at least some indication of the steadiness of its value. 
The truth is, it shows nothing whatsoever about the value of 
gold, if we mean by the value of gold, as we should, its pur- 
chasing power over other things, that is, over the mass of other 
goods or commodities. The rise or fall of the purchasing power 
of a gold money unit is shown solely in the fall or rise of the 
general level of the prices of other things exchangeable against 
it. Whether services should be included among these other 
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things, we are not attempting to say here. There are many- 
difficulties connected with the conception of a "general price 
level," and many problems involved in the use of index num- 
bers as a statistical device to measure its changes. However, 
to indicate the general meaning of what has been said, let us 
consider the purchasing power of gold dollars over some one 
commodity, say, wheat. If the price of wheat is $1 a bushel, 
a gold dollar has the power to purchase 1 bushel. If the price 
rises to $2 a bushel, the purchasing power of the dollar declines 
to y 2 bushel, and if the price falls to 500 a bushel, the dollar's 
purchasing power ascends to 2 bushels. To double a price 
cuts the purchasing power of the money unit to one-half; to 
cut a price to one-half doubles the money unit's purchasing 
power. We express this by stating that the value of money 
in terms of any one commodity varies inversely as the price 
of that commodity. The value of money in terms of all com- 
modities, or commodities in general, varies inversely with the 
average movement of the prices of all commodities. 

If we are, for instance, able to say that in the last decade 
the prices of goods generally have gone up about %, or to % 
as high as they were ten years ago, we should then also affirm 
that the general purchasing power of money is % as much as 
it was ten years ago. 

The point with which we are concerned here is that the pur- 
chasing power of gold may change and that while this pur- 
chasing power is changing, no matter how much it is changing, 
the price of gold will remain as nearly invariable as ever. Not 
far back we pointed out the fact which is at first thought some- 
what surprising, that except within exceedingly narrow limits, 
the price of gold is not affected by changes in the supply of 
and demand for that metal. It is to be understood that 
changes in supply and demand may indeed have an indefi- 
nitely great effect upon gold, but only upon its value, or pur- 
chasing power, as distinguished from its price. The answer to 
the question, what does the fixity of the price of gold show 
with respect to the value of gold — value being used in the sense 
of purchasing power — is that it shows nothing whatever. 



CHAPTER XVIII 
STANDAKD MONEY 

§ 118. The several forms of money in a modern monetary 
system. — Every modern country has a number of forms of 
money, some of which are accounted for by reasons of com- 
mercial convenience, others by reasons of economy of main- 
tenance in circulation, still others by reasons of governmental 
fiscal advantage. The table opposite shows the classes in the 
United States. Any gold-standard country will be found to 
possess many, if not all, these types of moneys. 

§ 119. Standard and representative money. — We find the 
two grand classes of standard and representative money. To 
define the latter first, representative money comprises all those 
forms which are put in circulation as orders or promises to 
pay stated quantities of standard money, or stated quantities 
of other forms which in turn are payable in standard money. 
A representative money is one which is kept in a legally fixed 
value ratio with, or "at a parity" with, the standard money. 
It is in this sense "representative" of the standard money. The 
best method of maintaining the parity of collateral forms of 
currency is to provide for their constant and direct redemption 
in the money which they represent. Were this method uni- 
versally followed, it would be best to give the class the name 
of "redeemable money." But in practice other means than 
direct redemption are sometimes made to suffice in maintain- 
ing parities, and so we must be content with the less definite 
name of "representative money." 

Sometimes a particular type of representative money is a 
demoted former standard money, for example, the silver dollar 
of the United States. In the instance of such types, the na- 
tional laws are, at times, for reasons of practical politics, left 
somewhat obscure as to the duty of the government to redeem. 
Our statutes provide that it is the duty of the Secretary of the 
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Treasury to maintain all forms of money of the United States 
at a parity with gold coin. The silver dollar is, of course, 
included in "all forms of money," but a proposed clause in the 
gold-standard law of 1900 making the silver dollar expressly 
redeemable in gold coin was actually voted down by Congress. 
Thus it is questionable if we can say that the silver dollar is 
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"payable" in gold coin, yet we must classify it as among the 
representative moneys of this country, holding an anomalous 
position. Its parity has never failed in fact. Its quantity has 
never been increased unduly, and it is virtually or indirectly 
redeemed by reason of the general practice of the government 
to receive it in many kinds of payment due it. The silver 
dollar has full legal tender power between private persons on 
a contract which calls merely for the payment of money or 
dollars. Silver certificates are redeemable solely in coined 
silver dollars. 

By standard money we mean simply the represented money, 
or the form of money with which all the others are maintained 
at a parity. And the only fundamental distinguishing feature 
of standard money lies in this single fact that other forms of 
money are kept at a parity with it, while there is no other 
form of money with which it is in turn kept at a parity. To 
be sure, our literature affords other definitions. Jevons, for 
example, makes the test of standard money that its value in 
exchange should depend solely upon the value of the material 
contained in it. 1 To accept this would prevent our speaking 
of a "fiat" or "paper standard" money, since the value of such 
a money is entirely independent of its material contents. In 
point of fact we find the use of the term fiat standard money 
so convenient as to be practically compulsory. There is no 
need of adopting the definition of Jevons, for, according to 
him, many countries do not have a standard money! The 
workable conception is simply that standard money is the 
money of ultimate redemption. 

§ 120. Approved characteristics of standard money. — It is 
true general opinion has it that standard money ought to 
possess certain other well-marked attributes or characters be- 
sides being the money of ultimate redemption. It is generally 
agreed it should either be a metal money, and gold at that, or, 
failing this, a money which is kept interconvertible with the 
gold commodity at a virtually fixed ratio (gold-bar standard) . 
If it is gold coin, the opinion is that there should be set up 
the right of free coinage with its correlative the right of melt- 

1 W. S. Jevons, Money and the Mechanism of Exchange (1907), p. 73. 
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ing coin, to the end that the standard money shall possess full 
bullion value. To affirm the expediency of these things is not 
to admit them as elements in the definition of standard money 
(compare the definition of Jevons). The money of ultimate 
redemption should, and, so far as the writer's knowledge goes, 
does always possess full legal tender power. But this is not 
distinctive of standard money. Instances abound of repre- 
sentative moneys possessing this power as well. 

To summarize; the following statements hold true of what 
is generally regarded as the highest type of standard money: 

1. It is gold, or it is kept in a fixed value relation with gold. 

2. If it is a gold-coin standard, the rights of free coinage and free 
melt must be allowed. 

3. It has full bullion value. 

4. It has full legal tender power. 

§ 121. Commodity and fiat standard moneys. — There are 
two grand classes of standard moneys. The one, made of a 
valuable substance, as gold, under the system of free coinage 
(or alternatively interconvertible with bars), may be called 
commodity money, this being a term already in use for money 
with full bullion value. 2 The other, made either from a prac- 
tically valueless substance, as paper, or made from metal with 
less value than the coin itself and coined only on government 
account, has long been known as fiat money. Fiat money is 
usually thought of as being irredeemable paper, but there can 
be no question it may also be a money made of metal. If a 
government with irredeemable paper should take to making 
the individual pieces in the form of aluminum or silver sheets 
with appropriate marks upon them, this would not remove its 
money from the fiat class. Nor would changing these sheets 
to round disks called coins make any difference. When in 
1893 the government of British India suspended the free coin- 
age of the silver rupee, this money became a metal fiat money. 
Within four years the value of the rupee coin ascended to 50% 
above the value of its metal contents. That is, in 1897 the 

2 Compare J. F. Johnson, Money and Currency, Chap. IX, §§ 116 
and 117. 
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average rate of exchange for the year in India on London was 
about 15.35d. This means the rupee could purchase 15.35 
pence of British gold. At the average price of silver for 1897 
in the central market of London, the metal contents of the 
rupee were worth as bullion about 10% d. The rupee had 
become a fiat money made of silver. In 1899 the Indian 
government adopted measures to maintain the rupee at the 
practically constant value of % 5 of a pound sterling. These 
measures were of a character to place India on the "gold- 
exchange" standard. At the same time the English sovereign 
was made legal tender in India at the rating of 15 rupees. 
History simply abounds in instances which show the perma- 
nent feasibility, by limitation of quantity, of maintaining the 
value of an entirely irredeemable money (once it is established 
in customary circulation) above and wholly independent of 
the value of its material. 

Suppose that the United States, while allowing its monetary 
system to remain otherwise unmodified, were to terminate the 
free coinage of gold. Unless the government should continue 
to coin as many dollars on its own account as would be struck 
under free coinage, the value of the dollar would ascend above 
the value of its gold contents. But the United States would 
still have a standard money. It would have a fiat standard 
money made of gold ! The thing that brings a standard money 
within the fiat class is the fact that the value of the money 
pieces comes to exceed and move independently above the 
value of the material which composes them, while the money 
is redeemable in nothing else to explain this value. 

Representative moneys generally have a value much in ex- 
cess of the value of their material contents, because the stand- 
ard money with which they are kept at a parity has this 
superior value. In other words, representative moneys have 
material values which are nothing at all or which may be 
greatly reduced compared with their nominal or redemption 
values. This, however, does not make them belong to the 
class of fiat moneys. For this term properly applies only to 
standard moneys, which are not themselves redeemable in any 
other form of money. 
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§ 122. Contrasts in respect to regulation of quantity. — 

The commodity and fiat systems of money differ as regards 
their operation or behavior in two respects. And these dif- 
ferences are fundamental. In the first place, the quantity and 
value of a commodity standard money are left by the state to 
the free play of private interests. This is not the case with 
fiat money. In the second place, a commodity money is ex- 
portable as bullion to settle accounts in other countries, while 
a fiat money is not. 

The effect of the free coinage plan of providing commodity 
money (or the free interconvertibility plan of the bar stand- 
ard) is to make the quantity of standard money created and 
put into monetary use depend simply upon the action of 
private owners of bullion. And since this money, as bullion, 
has commodity uses, and since it is also exportable as an 
article of value to other countries, the quantity of it which 
is retired from circulation depends also upon the free action 
of private owners of coin or notes. Since both the entry of 
gold into and its departure from the money reservoir depend 
on business conduct and not directly upon measures of govern- 
ment, the quantity of the standard money is not under any 
immediate state regulation, and is not in politics: at least this 
is so once the general conditions of the system are laid down. 
This signifies that the value of this money — its purchasing 
power, as shown in the general level of prices — likewise re- 
mains independent of state regulation, at least at this point 
of regulation. 3 

In legal phraseology it is said that the government "deter- 
mines the value" of standard coin. This holds only in the 
sense of determining the quantity of gold contained in that 
coin. Thus, the United States statutes provide that the "eagle" 
shall contain 258 grains of gold % nne - It i s n0 * uncommon 
to speak of this as a determination of the "value" of the coin. 

3 There is another point at which it is feasible for the state greatly 
to influence (though hardly to regulate) the general level of prices 
and purchasing power of money, and this is at the point of control of 
the expansion or contraction of bank credit. The American state has 
at present an agency which can exert such an influence, though only to 
a certain extent, in the shape of the Federal Reserve Board. 
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Value here means nothing whatsoever beyond material con- 
tents. Without tarrying to argue about this questionable 
usage, it must be said the value of the money unit, in the sense 
of its purchasing power over ordinary goods, is something 
wholly different. Value in the sense of material contents is in- 
variable and fixed by law, but in the true sense of purchasing 
power, it is variable, and, in countries with the commodity 
standard, its variations are independent of any direct govern- 
mental control. Of course the larger the metallic contents 
fixed by the government for the money unit, the larger its 
purchasing power will be, but once the contents are fixed, the 
future course of purchasing power is not controlled by the 
government. 

The quantity of fiat money, once the system is running, de- 
pends upon the amount manufactured by the government. It 
has been the custom of governments to manufacture it alto- 
gether too freely, to substitute the creation of fresh batches 
of it for the collection of taxes. Hence fiat money has become 
notorious for its propensity to increase in volume and depre- 
ciate in purchasing power. Given wisdom of control, fiat 
money is theoretically superior to a commodity money, judged 
from the standpoint of social welfare, but up to the present 
few have had much confidence in our ability to command the 
requisite wisdom in control. 

§ 123. The quantity of money and its value. — The value 
of money depends in part upon the quantity of money, and if 
the state desires to permit the quantity of money to take care of 
itself, the state thereby stands aloof from the principal means 
open to it to influence the value of money. The theory of the 
state is, of course, that to leave the economic value of money 
alone is the course of wisdom. At the present point this book 
will be brief and therefore by necessity dogmatic. The value 
of money depends in part upon its quantity and in part upon 
the volume of exchanging, or volume of business, or amount 
of money work to be done. It depends also upon the rapidity 
of the circulation of money, and upon the extent to which the 
business world is accustomed to use credit instruments as sub- 
stitutes for money in effecting exchanges. The value of money 



STANDARD MONEY 345 

does not depend solely upon the quantity of money, but the 
quantity of standard money is the one factor among all those 
we have named which we might conceive of being regulated 
fairly closely by the state. Such factors as rapidity of circu- 
lation, employment of credit substitutes to effect exchanges, 
and the volume of exchange itself, are beyond government 
control, though the use of credit substitutes and the use of 
representative forms of money are by no means wholly beyond 
governmental influence. We may explain the substance of the 
relation of the quantity of money to its value — and thus give 
the substance of the so-called quantity theory — in various 
formulas. Thus, if at any given time {i.e., under any given 
set of commercial conditions) there should be more standard 
money than in fact there is, the money would have a lower 
value than it in fact has, and vice versa. Or again, other 
things remaining unchanged, the more money, the less its pur- 
chasing power, and vice versa. Essentially the same proposi- 
tion is that an increase in the quantity of money tends to 
decrease its purchasing power, and vice versa. The latter form 
of statement gives perhaps the clearest recognition to the fact 
that an increase in the quantity of money may be accompanied 
actually by an increase in its value, or a decrease by a decrease 
in its value (although both of these are, as it were, contrary to 
expectation) simply because other factors may act in oppo- 
sition to and overcome the tendency of the change in the 
quantity of money. The doctrine has at times been criticized 
as being "barren" or without consequence. It is, however, 
both true and consequential.* The consequence which flows 

4 In general the quantity theory proves of basic importance in ac- 
counting for the behavior of monetary systems, notwithstanding certain 
misguided attacks made upon it in recent times. Should a reader 
unacquainted with the literature of the subject desire to examine into 
it, he would do well to begin with Irving Fisher's Purchasing Power of 
Money, and J. F. Johnson's Money and Currency (appropriate chap- 
ters), and pursue references found in these works for further investiga- 
tion. These are works which from the present writer's standpoint may 
be recommended as giving the best explanation in form and substance 
of the quantity theory. In them references to the literature of criticism 
of the theory will be found. A leading critic has been J. L. Laughlin. 
See his Principles of Money. Any book on money gives some atten- 
tion to the subject. 
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from it is that any action affecting the quantity of money 
affects its value, and makes its value different from what it 
would otherwise have been. Indeed, given the power to regu- 
late the quantity of money, there is given the power to regu- 
late in a large way its general purchasing power or the general 
level of prices, despite such changes as can take place in the 
other institutional factors which help determine this level. To 
deny the significance of this would be on a par with denying 
the significance of the proposition that control of the supply 
of wheat would mean control of its value, on the grounds that 
the value of wheat also depends upon the demand for it. No 
government controls the demand for circulating medium, for 
this depends upon the volume of business. But in the case of 
a fiat system the government controls the supply of standard 
money, while in the case of a commodity money this supply 
is made to take care of itself. 

The relative independence of the quantity of gold-standard 
money from governmental and political influence, is generally 
held to be one of its cardinal virtues. Advanced societies that 
make use of the gold standard would at present rather rely 
upon mining accident and geological contingency than adopt a 
managed fiat money. Certainly, the supply of gold is a crea- 
ture of these contingencies, but the world has been relatively 
fortunate so far. The total quantity of gold devoted to the 
monetary use in the world at large to-day would make a cube 
of fine gold some thirty-odd feet on each side ! 

§ 124. The exportability of commodity money. — The sec- 
ond principal difference in operation between the commodity 
and fiat standards lies in the fact that commodity money is 
regularly exportable as bullion. This is the reason why the 
rates of exchange between two countries possessing the same 
commodity standard are confined within narrow limits of fluc- 
tuation. To-day the only commodity standard of consequence 
which is common to a group of countries is gold. 

To give but one instance of the fluctuation in a rate of a 
fiat country upon a gold country, in the year 1896 the rate in 
Rio Janeiro upon England varied from the high point of 
7 2 % 2 English pence for one Brazilian milreis to the low point 
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of 10 i y 32 d. per milreis. The range of variation here amounts 
to 22.8% of the average of these two rates! The price of 
exchange in one fiat country upon another fiat country may 
naturally enough run over a greater range of variation than 
that found for any other kind of exchange. The fundamental 
point is that neither of such countries can by export convert 
its standard money into that of the other, and the steadying 
influence, of such movements as gold export and import be- 
tween gold countries, is entirely lacking. The fluctuations of 
the exchanges between a gold and a silver country are con- 
fined within certain limits set by the export and import of 
specie, these limits having the relative value of gold and silver 
as their approximate center. Since the relative value of gold 
and silver is changeable, the limits which confine the move- 
ments of gold-silver exchanges are changeable. In the gold- 
standard countries the relative value of gold and silver is 
shown in the price of silver. Especially during the last fifty 
years, the price of silver has been exceedingly variable in terms 
of gold, and the gold-silver exchanges have shown correspond- 
ing instability. 



CHAPTER XIX 

REPRESENTATIVE MONEY 

§ 125. The nominal and bullion values of token money. — 

Representative money falls into the two subclasses of coin and 
paper. The term "token money" usually means coined rep- 
resentative money, and is usually restricted to this meaning, 
though occasionally it is extended to include all representative 
money. Paper representative money is of two kinds, (1) the 
circulating promissory note and (2) the money certificate. 
The latter, though resembling a circulating demand note in 
many essentials, is distinguished by the fact that it can be 
issued only against the deposit, by the person receiving it, of 
its full amount in some specified kind of money, and by the 
fact that any such money must be held as a special fund to 
be used solely for the purpose of redeeming the certificate, so 
that the outstanding certificates are always secured by a 100% 
reserve. The gold and silver certificates, and the former 
"currency" certificates of the United States, and the Philip- 
pine "silver" certificates issued under the authority of the 
United States, are examples. 1 So far as the writer's knowledge 
extends, this type of representative money is issued only by 
the government of the United States, but it should be said 
the Bank of England note, while not a literal gold certificate, 
came, at least before the war, very close to being one. 

The circulating promissory note may issue in a diversity 
of ways either from governmental treasuries or from banks. 
The reason for including this instrument in the category of 

1 During the first three years of its existence the Philippine silver 
certificate was exactly what its name implies, but by act of June 23, 
1906, Congress provided that gold coin of the United States might be 
used to discharge these instruments at the rate of $1 for 2 pesos and 
that such gold coin might be substituted for silver in the trust fund 
though not to exceed 60% of this fund. The Philippine certificate is 
now a gold and silver coin certificate. 
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money was discussed in § 2 of this book. In present day 
practice these notes are payable on demand and do not bear 
interest. They are secured by cash reserves and other assets 
under the very greatest variety of rules throughout the world. 

In dealing with metallic representative moneys, we often 
have occasion to distinguish between their nominal and their 
bullion values. Thus, the nominal value of the largest silver 
coin of the United States is $1.00, and when silver sells at 600 
per fine ounce its bullion value is about 46%0. Paper repre- 
sentative money has a nominal value of precisely the same 
nature as that which belongs to token coin, but it has corre- 
sponding to the bullion value of the latter only the value of 
the paper on which the notes or certificates are printed, which 
is wholly negligible. Thus in representative moneys generally, 
we may distinguish (1) nominal value and (2) material value, 
or the value of the material of which the money is made. 

But this class of money possesses still another kind of value 
which makes itself distinct in times of monetary derangement. 
This we may call actual or circulation value. Suppose that a 
silver dollar were capable of buying only % as much in trade 
as a standard or gold dollar at a time when the price of silver 
is 650 per fine ounce. Under these assumptions this money 
piece would have (1) a nominal value of $1, (2) an actual 
value of 750 and (3) a material or bullion value of 500. It is 
the design of the state to maintain the actual value of its 
representative money at its nominal value. When its actual 
value is held exactly at its nominal value, a representative 
money is said to be "at a parity." But when a state fails to 
maintain such money at a parity, it does not of necessity 
follow that its actual value should drop to the level of its 
bullion or material value. Were this a necessary consequence, 
the moment paper money should fall below par it would have 
to drop all the way to zero! And thus there is nothing absurd 
in supposing that a silver dollar might have a nominal value 
of $1, an actual value of 750, and a third or distinct value as 
bullion of 500. When everything is as it should be, the nominal 
values and actual values of representative moneys are the 
same. 
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"Nominal" value is an appropriate term, because the value 
of a piece of representative money depends on the words which 
it bears, or on its legal name. It is in this sense the value is 
nominal. This is really no more difficult to understand than 
that the value of a promissory note depends upon the words 
it contains and not upon the amount of the paper on which 
it is written. The value of the promissory note is, of course, 
nominal in precisely the same sense. In fact, when repre- 
sentative money is expressly redeemable in standard money, 
it amounts to a promise or order to pay the latter. When the 
government manages by indirect redemption rather than by 
direct, to support its value, the same thing remains virtually 
true. 

It is to be kept in mind that all three of the values which we 
have distinguished as belonging to representative moneys are 
measured in standard money. When we supposed that in the 
United States the silver dollar might have at a given time a 
nominal value of 1000, an actual value of 750, and a bullion 
value of 500, all three of these figures signify cents in gold. 
Thus the supposition is that though the dollar is by name 
designed to represent 1000 gold, it shows a purchasing power 
in trade the equivalent of 750 of gold, while if melted down 
into bullion the ingot which it would make would sell for 
500 gold. 

§ 126. The value of token bullions. — It is characteristic of 
metallic representative money that its nominal (and thus 
normally what we have called its "actual" value) exceeds its 
bullion value. Furthermore, its bullion value, in contrast with 
that of "commodity" standard money, fluctuates freely, be- 
cause the metals of which representative moneys are made 
(silver, nickel, and copper) have variable market prices. This 
brings us to the distinction between the coining value and the 
market value of token bullion. This distinction is the same 
for copper and nickel as it is for silver, but we need consider 
it only in connection with silver. The coining value of silver 
is the amount of silver coin which can in accordance with the 
legal definition of this coin be made from an ounce (or other 
physical unit) of silver bullion. In the United States the coin- 
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ing value of silver is quoted per fine ounce troy, and it is 
$1.2929 + , for the reason that one ounce of fine silver with 
alloy will make l 292 %oooo + silver dollars. This figure is 
calculated as follows: 

The legal weight of the silver dollar = 412.5 grains .900 fine 
The fine silver in the dollar = 371% grains (412.5 X .900) 
And if 37114 grains make one dollar, 480 grains (or 1 ounce) will 
make 480 -s- 37114, or 1.2929 + dollars 

The coining value of an ounce of fine gold is $20.67 + . 
Under the right of free coinage this also becomes, as we have 
seen, the mint price (or speaking with greater accuracy, the 
mint's basic price) for fine gold. If we had free coinage of 
silver, $1.29 -f- would, of course, become in the same way the 
mint price of silver. In point of fact, prior to 1873 the United 
States did have free coinage of silver, and the mint price of 
silver was $1.2929 + per fine ounce and $1.1636 + per 
"standard" ounce .900 fine. 2 But to-day silver is coined on 

2 From 1792 to 1873 the United States had a system of legal bimetal- 
lism. The coining value of gold per ounce was set at (almost) 16 times 
that of silver, giving the now famous "ratio" of 16:1. It happened that 
during a great part of the period from 1792 to 1873 silver bullion had 
in the open market of the world a price in gold above $1.29 per fine 
ounce. Thus in 1851 an ounce of silver .925 fine (i.e. — British "stand- 
ard" silver — called "standard" silver although since 1817 a token bullion 
in England) sold in London for an average price of 61d This price 
was payable in gold coin of England. If the sight rate of New York 
on London were at 4.86%, a New York dealer could ship silver from 
New York to London, sell it at the rate of 61d per standard ounce, 
draw his sight exchange (payable in gold in England) and realize SI. 337, 
less expenses, per fine ounce by the sale of this exchange for gold coin 
in New York. In 1859 the London price of silver rose to the point 
which gave a New York equivalent of $1.36 per fine ounce. Thus the 
mint price of $1.29+ failed to govern the market price in the United 
States. There is nothing in this contradictory to the principles ex- 
plained in §§ 114-116 concerning the relation of the mint price to the 
market price of standard bullion under free coinage, for those principles 
apply only to the case of monometallism. The principles of bimetal- 
lism (we might say, of successful and unsuccessful bimetallism) make 
a subject so large we cannot enter upon it, but by way of summary we 
may state that under bimetallic statutes the market price, payable in 
local legal tender coin, of neither standard metal can fall below its 
mint price, although the price of either one or the other (though not 
of both at once) may rise indefinitely above the mint price. 
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government account only. The government buys so much of 
the metal as it needs for coinage upon the open market at the 
fluctuating market price. The difference between this price 
and the bullion's coining value constitutes the gross profit or 
seigniorage gained by the government in the manufacture of 
silver coin. 

Curiously, silver has two coining values in the United States. 
The one heretofore discussed is its coining value for the mak- 
ing of silver dollars. It has a different rating for manufacture 
into "subsidiary silver," or pieces of 500, 250, and 100, because 
a dollar's worth of these coins does not contain the same 
weight of bullion as the one-dollar piece of silver. The law 
provides that two halves, four quarters, or ten dimes shall con- 
tain 25 grams (metric) of silver .900 fine. Twenty-five grams 
is the weight of the old French silver 5 franc piece. The United 
States mint adopts 385.8 grains troy as the official equivalent 
of 25 grams, and thus a dollar's worth of subsidiary silver 
coins contains as near as possible to 385.8 grains of silver .900 
fine. The table below is self-explanatory. 

Coining Value op Silver in the United States 





Gross 
Weight, 
Grains 


Fine 

Contents, 

Grains 


Coining Value of 
Silver 




Per ounce 
1,000 fine 


Per ounce 
.900 fine 




412.5 
358.8 


371.25 
347.22 


$1.2929 * 
$1,382 f 


$1.1636* 
$1,244 t 


A dollar of subsidiary silver 



* I.e. — coining value for manufacture into silver dollar pieces. 

t I.e. — coining value for manufacture into subsidiary silver pieces. 

$1.29 -f is the figure which is commonly given as the coining 
value of silver in the United States. But it is in fact the figure 
of $1.38 + which indicates the seigniorage enjoyed by the mint 
as manufacturer of subsidiary silver, and at present this is the 
only form of silver which our mints coin regularly. This is 
the place to call to mind the fact that the comparative silver 
contents of the token coins of different countries have no rele- 
vancy to their comparative values as moneys. For the silver 
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in the silver mark, franc, shilling, or dollar, has, as we have 
seen, no bearing upon the normal monetary or circulation 
value of these pieces. 

§ 127. The non-exportable character of representative 
moneys. — Generally speaking, any independent country has its 
own money, coin of its own minting or at least of its own 
design, and paper of its own issue. Some exceptions should 
be noted. There are certain smaller countries which regularly 
make use of moneys of foreign issue as circulating medium 
and also often as legal tender. Further, during the monetary 
demoralization brought about by the World War, there was 
for the time being in several European countries a very con- 
siderable employment of currencies of foreign origin in the 
functions of medium of exchange and store of value. These 
were cases of popular action without governmental sanction. 
Paper moneys of the United States were made use of in this 
manner to a remarkable extent. 

Nevertheless, the general assumption must be made that the 
representative moneys of one country have no legal tender 
power or power of circulation in any other country. Thus, 
representative moneys in general lack final exportability to 
settle international balances. 

While the gold money of the United States may be exported 
in response to a sufficient premium in our market upon some 
kind of foreign exchange, our silver and paper moneys are not 
normally usable in any such way. Our gold money when 
abroad can be converted physically into foreign gold money 
or into bars to serve as the basis of foreign standard money, 
and our gold money has a virtually fixed price for physical 
delivery in any foreign, gold-standard country. 

It is true that travelers carry representative moneys abroad 
on a small scale and are able to exchange them by direct sale 
for the foreign currency which they need. But the foreign 
purchaser of these representative moneys can in general make 
no other use of them than to return them to the country of 
their origin and sell exchange against them, or else sell them 
to persons about to journey to the country of origin. When a 
representative money does migrate, its fate is to return home, 
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and such a money proves, as we express it, finally non- 
exportable. 

It is necessary to make one further exception to our general 
proposition. A condition can arise which will make silver 
token money commercially exportable and finally exportable 
as bullion. A sufficient rise in a foreign gold price of silver 
metal (the price of this metal in terms of a foreign gold 
money) is the condition. To illustrate, suppose silver metal 
rose in London, to say, 65% d. per fine ounce troy, 3 the sterling 
exchange rate being at 4.86 in New York. A full weight 
American silver dollar (containing 371% grains of fine 
silver) shipped to London would yield .7734375 fine ounces 
(371.25-^-480), which at 65%d. per ounce would be worth 
50.4668d. This sum equals £.21+. £.21 of sterling credit sold 
at $4.86 per pound in New York will yield $1.0206 (.21 X 4.86) . 
Thus the exporter would receive $1.02 in American funds for 
the export of a coin having a legal tender and circulation 
value of $1 in this country (we have not taken the pains to 
figure his incidental expenses). 

Clearly it is important for a country to make the fine con- 
tents of its silver token coins so small in relation to the nominal 
values that no possible rise in the gold price of silver can make 
it profitable to private owners to sell these coins as bullion. 

To the inquiring student it may be said that of course the 
melting of silver token coin for sale as bullion need not involve 
a foreign operation. If silver should go appreciably above 
$1.2929 per fine ounce in our home bullion market, it would 
be profitable to melt our silver dollar pieces and sell them 
here as bullion. If the gold value of silver metal goes high 
enough, the melting of silver token money becomes gainful as 
a foreign or as a domestic operation, either or both.* 

3 This is more than four times the price of silver at present writing. 

4 By Act of February 21, 1853, taking effect June 1, 1853, the weight 
of the subsidiary silver coin of the United States (half dollars, quarter 
dollars, and dimes) was reduced by about 7%, so that these coins were 
made to contain 34752 grains of fine silver to the dollar instead of 
37155 as formerly. In consequence, silver metal would now have to 
rise somewhat above a gold price of $1,382 per fine ounce to make the 
melting of these coins profitable. 
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To summarize: between gold-standard countries, gold metal 
and gold money are exportable on balance, in response to suffi- 
cient shifts in the exchange rates, as a part of the regular 
course of things. (The principles of gold shipments will 
shortly occupy our attention.) Normally, representative 
moneys of paper are not commercially or finally exportable. 
Representative moneys of silver come under the same rule 
unless a foreign gold price of silver bullion goes to unexpected 
heights. 

§ 128. The features of a perfected system of token money. 
— Not all countries have brought the administration of their 
token moneys into entire conformity with correct principles, 
but the drift of modern practice makes unmistakable what 
the requirements are of a perfected system of token money. 
The four essentials about to be indicated are those given by 
Professor J. L. Laughlin in his Principles of Money. 5 

1. Token money may be coined only on government ac- 
count. (We hardly need pause to show that a system of free 
coinage of token money with a variable seigniorage would be 
impracticable.) 

2. Token coin must be made with a bullion content suffi- 
ciently small to preclude the possibility of its being melted 
down for sale as metal at home or abroad. 

3. A token money ought to be directly redeemable at its 
nominal value in standard money on demand. Likewise all 
forms of token money should be issuable on demand to any 
applicant who offers standard money in exchange. The method 
of direct redemption is the simplest and most certain for sup- 
porting parities. It provides automatically for the mainte- 
nance of the proper quantity of token moneys in circulation, 
for the supply of a deficiency or the withdrawal of a surplus. 
The government needs only to manufacture enough tokens to 
keep its exchange offices in a position to meet the demands 
made upon them by the general public. It is true, as historical 
evidence shows, that a sufficient limitation placed upon the 
supply of tokens, which have once been established in com- 
merce, will sustain their parity without the express legal right 

« Chap. XV. 
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of redemption at government offices on demand. Furthermore, 
if a government receives its tokens freely in payments due it, 
and pays out standard money freely on request in payments 
due its creditors, this furnishes a kind of indirect redemption 
which unaided may serve in practice to sustain parity. But 
the method of direct redemption is the truly proper method 
of managing the token (and also other representative) ele- 
ments in the circulation. 

4. In the fourth place, token moneys or some of them should 
be given a limited legal tender power to enable the technical 
legal discharge of debts involving fractional sums — such as a 
debt for $7.83. One reason for restricting their legal tender 
power to small amounts in a single payment is to prevent their 
employment by a spiteful debtor to pay off a large account 
with a great weight and bulk of metal. Another is the negative 
reason that there is no necessity for money serving as change 
to be legal tender in large sums. Again, in case a token money 
should lose its parity it would be inequitable if any substantial 
debt should be dischargeable in it. 



CHAPTER XX 
THE PRIVATE GOLD MOVEMENT 

§ 129. General classification of gold movements. — There 

are but two fundamental advantages secured to any country- 
through its maintenance of the gold standard. The first is the 
comparative stability in commodity purchasing power pos- 
sessed by a money unit of gold. The extreme social im- 
portance of this monetary virtue is well appreciated by 
economists, but it is still not too well understood by the general 
public. The record of the gold standard has been only toler- 
ably good in this connection and might become thoroughly 
bad if sufficiently large and unprecedented quantities of the 
metal should suddenly be uncovered by the miners. The chief 
criticism of this standard current at the present time assumes 
that inadequacy of the quantity of new gold is a cause or 
condition of the great contemporary recession in commodity 
prices. 1 The true modern rival of the gold standard in the 
esteem of some professional economists is a managed paper 
currency, which might (assuming a very intelligent people and 
government) be an improvement; but it seems unlikely that 
plans for such a currency can anywhere attain political feas- 
ibility in the near future. 

The second advantage of the gold standard follows from its 
adoption by a plural number of countries. That these coun- 
tries are, or have been in normal times, the leaders in commerce 
serves greatly to increase this advantage, which is of course 
the stability of exchange rates between such countries. This 

1 At present writing (1932) we may take the total of gold devoted 
to monetary uses in the world as perhaps 12,000 millions of dollars' 
worth. This amount refined to 1.000 fine, would make 39,692.6 cubic 
feet, or a cube of only 34% feet on the side! This suggests how 
small a discovery, measured in a merely physical way as, say, in cubic 
yards, would be sufficient to work havoc with gold as a standard of 
deferred payments. 
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is a stability of a far higher order than that shown in the 
commodity purchasing power of any gold monetary unit. If 
two neighboring gold countries should succeed in maintaining 
the standard unaltered and without temporary breaches 
throughout a hundred years, during that whole century the 
fluctuations of their mutual sight or telegraphic transfer rates 
would be confined within a range of less than 1%. Such 
steadiness as this is of the greatest utility to foreign trade. 

Now this admirable stability in the exchanges is founded 
on the freedom of international gold shipments for private 
profit. In entering upon the subject of these shipments, let 
us first set up a general classification of gold movements, 
though only one of the several classes will be the particular 
object of our present study. 

First, there is the export and import of gold contained in 
manufactured articles, jewelry, and like objects made partly 
of this metal. This may be called the movement of manu- 
factured gold. This movement has no special or unusual re- 
lation to the exchange rates, that is, it has practically the 
same relation to them as has a movement of any ordinary 
commodity. 

Second, there is the flow of new gold from the mines to the 
general market of the world. This is in large part an inter- 
national movement, for it happens to-day that the greater 
portion of new gold is found outside the main zone of com- 
merce which contains the principal gold-standard countries. 
And most of this gold is shipped into these countries as fast 
as it is produced. This flow, the movement of new gold, in 
part takes place without reference to the position of the ex- 
change rates. The flows of gold from Alaska or the Yukon 
to the United States serve as examples. Movements of new 
gold from such regions as Australia or South Africa to London 
doubtless have a special relation to sterling exchange rates, but 
still are not quite like ordinary movements of gold on balance. 

In the third place, there is the class of gold shipments which 
have for their economic function the mere discharge of a pre- 
viously created "balance of international indebtedness" be- 
tween gold-standard countries. These are washings back and 
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forth which might take place in a world that had no inflows 
of new gold. Their proximate cause is the appearance of 
certain premiums or discounts in the rates of exchange, but 
back of this lies the slightly more remote cause of an un- 
equalized international "balance of indebtedness." To this, 
the third class, let us give the name of the movement of gold 
on balance. This movement is the main subject of inquiry in 
the present chapter. 

A fourth class, however, is yet to be distinguished. Move- 
ments of gold, for a profit made available by the position of 
the exchanges, are at times possible between a gold-standard 
and a non-gold-standard country or between two non-gold- 
standard countries. Here, not only are variable exchange rates 
involved but also variable prices of the gold metal in terms 
of the national currency or currencies. 

§130. Shipments for private profit: I, Export. — Nearly 
all discussions of gold flows, to be found in economic and busi- 
ness papers and journals, pertain to what we have called the 
"movement of gold on balance." This movement readily 
divides itself into two subclasses, consisting of (1) shipments 
made by central banks and (2) shipments made by ordinary 
banks and private banking houses and arbitragers. We shall 
call the second the private movement of gold on balance. It 
is characteristic of this movement that it is motivated by a 
private profit (or sometimes by a private savings) which is 
made possible by the position of some exchange rate. A 
private shipper of gold has no individual and peculiar stake 
in the condition of the gold reserves of the country, and no 
responsibility for these reserves. A million dollars worth of 
gold bars or coin just brought into the United States by a 
private importer has not the slightest excess of worth or value 
to him over a million dollars of good cash funds in any form, 
legal tender or other national currency, bank notes, or good 
bank credit of any type. While this point does not need to be 
made to the experienced interpreter of gold shipments, the 
student will do well to keep it clearly in mind. 

We now proceed to certain computations to illustrate the 
practical method of finding the costs, proceeds, and profits of 
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gold shipments between gold-standard countries. In these 
illustrations we choose shipments between the United States 
and England, and we make the assumption, simply for the 
sake of the explanation, that England is back upon its former 
gold standard. This seems much the best thing to do despite 
the fact that the Bank of England suspended gold payments 
in September, 1931. 

Whether England will later return to the former gold stand- 
ard, or adopt a new and lighter gold pound, or decide to get 
along on a managed inconvertible currency, the author does 
not attempt to predict; but return to the former standard 
does not at all seem impossible. 

Example 1 

An Export of Mint-Fine Bars from New York to London Made by a 
New York Bank against Sales of Sight Sterling 

Gold sold in London market for delivery on arrival at 
84s. lid. per fine ounce 

Initial Outlay 

100,000 fine ounces in bar gold (bought in New York at 

cost of 820,671.83 per fine ounce in New York funds) . . $2,067,183 

Incidental Expenses 

Packing and cartage, say 120 

Freight (at rate of say %e of 1% of value) including de- 
livery in London 3,876 

Insurance (at rate of %o of 1% of value) 1,034 

Interest (no allowance in this case but see explanation 

in text) 

Total outlay $2,072,213 

Proceeds 

100,000 fine ounces sold at 84s. lid £ 424,583% 

(Assuming no commission or expense payable in Lon- 
don. 84s. lid. = £42458%) 

Cost in Dollars of £1 of Credit Produced by Export 

£424,583% cost $2,072,213. Therefore £1 costs 

(2,072,213 -*- 424,583%) 4.88058 

No-profit gold export point 4-8805 
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Making a Profit 

If £424,583% demand drafts should be sold at average 
rate of say 4.8820 

Sale price in dollars (£424,583% X 4.8820) $2,072,816 

Outlay in dollars 2,072,213 

Profit $ 603 

Notes 

1. Bars 1.000 fine are not actually produced. Bars that are so fine 
as to be receivable, under mint and bank practice, as good delivery 
for the amount of pure gold that they contain, are sometimes called 
"mint-fine bars." Thus a bar weighing 400 ounces troy and being 
.998 fine, contains 399.2 ounces of pure gold. It is good delivery as a 
sale of fine gold for the amount of 399.2 ounces, and the .8 ounce not 
gold has no price plus or minus. 

2. The market price for fine gold can vary in most gold-standard 
countries, although only within a very narrow range. Above we have 
assumed that the sale of bars in London took place at 84s. lid. per 
fine ounce, but the lowest and highest prices possible in the London 
market under present statutory conditions are about 84s. 9%id. and 
85s. %d. respectively. 

3. Freight rates (taken above as %e of 1%, a very usual figure) 
are not always the same. Between New York and London the rate 
has recently been as low as %2 of 1%. Insurance is nowadays steady 
at % of 1%. 

4. Freight and insurance might be paid in sterling instead of in 
dollars. This would change the results of the computation only by 
a negligible amount. 

5. The question of the interest cost of a shipment will need dis- 
cussion in the text. 

6. The American student may convert 84s. lid. into pounds as 
follows: 

84 shillings = 1,008 pence (84 X 12) 
84 shillings 11 pence = 1,019 pence (1008 + 11) 
There are 240 pence to the pound 
1019 -*- 240 = 4.2458333 

A comparison of the net proceeds abroad in pounds, with 
the total outlay at home in dollars, shows that the cost of 
each £1 of London credit is $4.88058. We may say that this is, 
under the conditions, the no-profit gold export point. A gold 
point is a point or figure in the exchange rate at which we may 
expect a gold movement to be induced. By a no-profit gold 
point we mean the rate at which gold might be moved without 
the shipper making either profit or loss. Thus, under the con- 



362 FOREIGN EXCHANGE 

ditions of our present example, if a banker exported 100,000 
ounces of fine gold, at an incidental expense of $5,030, and in 
this manner produced a credit in London of £424,538%, and 
sold £424,538% of his demand drafts against this credit at the 
rate of $4.88058, he would come out even. His total outlay 
in the venture would be $2,072,213, and his total return would 
be 424,583% X 4.88058 or $2,072,213. Of course it is not at 
this so-called no-profit point that we would expect shipment 
actually to take place. If the bank should defer export until 
it could make certain of selling its drafts at a higher figure, 
as, say, 4.8820, it would then make a profit of $.0014 per 
pound, or a total profit of $603. As we shall see, it is possible 
also to calculate no-profit import points. The reason for dis- 
tinguishing the no-profit from the actual points, is that under 
given conditions and with a given sort of gold to ship, the 
former are nearly precise figures, whereas the actual gold 
points, differing as they do from the no-profit points by the 
margin of gain required to induce banks to make shipments, 
are a little less definite. Special circumstances apart, it may 
be said American banks do not care to move gold for a profit 
of less than % 2 of 1%» which means about 15 points, or 
1 %oo of l£ per pound. This signifies, then, that the actual or 
ordinary-profit gold export point should stand about 15 points 
above the calculated no-profit export point, and the actual 
import point about 15 points below the calculated no-profit 
import point. 

A gold export by an ordinary banking company is typically 
a business transaction involving a money outlay and a money 
return. The main outlay is made on the day when the gold is 
withdrawn from the general resources of the bank while the 
return is realized on the day when payment is received for the 
exchange which is sold against the export. If outlay and 
return occur on the same day, the transaction is not chargeable 
with an expense for interest. If, on the other hand, three days, 
say, should intervene between outlay and return, a charge of 
three days interest — at some home market rate of interest — is 
to be reckoned against the operation. The interest charge is 
omitted in our calculation, not on the grounds that it is 
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negligible when it exists, but because it is a variable, dependent 
upon minor circumstances attending the shipment. It readily 
appears an allowance for an interest cost will raise the "no- 
profit gold export point." When circumstances favor the 
transaction, loss of interest may be avoided. Quoting a letter 
from a gentleman in the banking business, written about gold 
exports: 

In actual business there is usually from one to three days loss 
of interest. For example, if a steamer sails Saturday at 10 a. m., 
the gold must be taken out and paid for on Friday, while the bill 
of exchange is sold under contract for Saturday's steamer and paid 
for on that day. Now if this latter transaction is settled for in 
gold, there would be a loss in interest of one day; but according to 
custom the bill of exchange is paid for by a draft on some Clearing 
House institution, which must be presented for payment through the 
Clearing House on Monday; so actually you would get payment for 
the bill of exchange in gold three days after you made the payment 
for the shipment. On the other hand, should the steamer sail at 4 
o'clock in the afternoon and dock on the other side before 10 a. m. 
there would be time to clear the transaction during banking hours, 
both here and abroad, which would cause no loss of interest. We 
always take into consideration the actual conditions at the time the 
shipment is made. 

§131. Shipments for private profit: II, Import. — We 

treated the completed transaction of gold export as consisting 
of two parts, (1) the shipment of the specie itself, and (2) the 
sale of bankers' sight 2 exchange as a means of realizing on the 
shipment. It is true a gold export might take place without 
an accompanying sale of exchange, but what we may well call 
the standard operation is composed of these two steps. In a 
similar way, the standard operation of gold import consists of 
two parts, (1) the purchase of exchange as a means of obtain- 
ing the gold abroad, and (2) the inshipment of the metal or 
specie itself. 

In the following illustration of a gold import into New York, 
we shall assume that bars can be procured in the London 
market at 84s. 10%d. per fine ounce. 



2 Gold shipments against operations in telegraphic transfers are also 
possible. 
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Example 2 

An Import of Mint-Fine Bars from London to New York Made by 
a New York Bank against a Purchase of Sight Sterling 

Gold bought in London at a net cost of say 84s. 10%d. 
per fine ounce 

Initial Outlay in London 

100,000 fine ounces bought at 84s. 10%d £ 424,375 

Incidental Expenses (assumed to be paid in London) 

Packing and cartage, say 25 

Freight (at say 3 4 6 of 1% of value) 795.7 

Insurance (at %o of 1% of value) 2122 

Total sterling outlay £ 425,407.9 

Amount of sight sterling bought in New York £ 425,408 

Proceeds on Arrival in New York 

100,000 fine ounces sold at $20.67183 $2,067,183 

Less U. S. Assay Office charges (approx.) 380 

Net proceeds on delivery at New York Assay Office $2,066,803 

(98% usually available in New York funds immedi- 
ately. Here we disregard the fact that 2% can be had 
only after some days delay). 

The Interest Cost 
Say 16 days at 3% per annum (i% 65 X .03 X 2,064,089) . . 2,714 



Present worth of proceeds, time of purchase of drafts 

(i.e., 2,066,803 h- 1.001315) $2,064,089 

(It is assumed here that the proceeds of the import of 
gold will become available in New York 16 days after 
the purchase of the demand sterling. If there is an 
investment for 16 days, $2,066,803 must be the return 
upon $2,064,089 to yield 3% per annum.) 

No-Profit Import Point 

£425,408 of sight sterling must be bought for $2,064,089, 

which is at the exchange rate of (2,064,089 -*- 425,408) 45520 

If the £425,408 of demand drafts could be accumulated at 
an average cost of, say, $4.85 per pound, a profit of 2 %oo of 10 
per pound would then appear. And the total profit would be 
425,408 X $-0020 or $850.82. 
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If in the foregoing example the gold bars had cost 85s. per 
fine ounce in London, instead of 84s. lO^d., the no-profit 
gold import point would have turned out to be 4.8449 or 
virtually 4.84%. 

In our illustration, a New York bank has put through an 
import of gold from England to the United States. Its motive 
was, we assume, to make a profit. We have figured, however, 
the no-profit gold import point under the conditions respecting 
the price of gold and the incidental expenses as these factors 
stood at the moment. The bank moved an amount of gold 
worth something over $2,000,000 of American money. We 
take it that the sterling value of this gold was greatly in 
excess of any free balances it had in London and that it secured 
the metal only by making special purchases of sterling ex- 
change in New York so as to establish sufficient sterling pur- 
chasing power to buy the metal. The bank would not have 
bought this extraordinary amount of sterling exchange except 
for the special purpose of acquiring a quantity of gold in 
London. Furthermore, it would not be interested in this 
except for the fact that a profit could be made. The gold, as 
such, produced $2,066,803 net proceeds in New York on arrival. 
This $2,066,803 was merely $2,066,803. It was not one cent 
more by reason of being gold. The profitableness of the busi- 
ness depended merely on the fact that the sterling exchange 
required could be had in New York at a low rate. The cheap- 
ness of sterling exchange in New York was the cause of the 
bank's action. 

We turn now to the reckoning of interest as an element of 
expense in the transaction. In our illustration, the four hun- 
dred odd thousand pounds of sterling exchange purchased was 
assumed to be in the form of demand drafts. (It might have 
been cables.) The drafts had to be bought and paid for in 
New York and then sent by mail to London. On arrival they 
made available the sterling funds which under instructions 
were used to buy gold bars. These bars were packed and 
shipped to New York. The gold had then to cross the Atlantic. 
All told, between the original purchase of sterling exchange in 
New York and the conversion of the imported gold into Amer- 
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ican money funds in New York, we assume that a period of 
16 days ran out. It might, of course, in an actual case work 
out to be several days shorter. 

Necessary data for the computation of the interest charge 
are (1) time elapsed between outlay and return, and (2) the 
rate of interest expected or required. We have assumed here 
(1) 16 days and (2) 3% per annum. Our illustration gives 
us $2,066,803 as the return realized at the end of the 16 days. 
Now first we find what the percentage of interest for 16 days 
must be when the rate is 3% for 365 days. 1 %65 of 
3% = .1315%. Therefore the interest for 16 days must 
amount to .1315% of the amount invested in New York at 
the beginning as payment for the sterling exchange. (If we 
are to be strictly correct, it will not do to take .1315% of the 
$2,066,803 of returns, for this is using the 3% as a discount 
rate.) What we know is that $2,066,803 must be 100.1315% 
of the amount originally invested, so as to contain this amount 
plus .1315% of it. We have therefore 

x X 1.001315 = 2,066,803 

x = 2,066,803 -5- 1.001315 = 2,064,089 

$2,064,089 is the sum the New York bank can pay for the 
demand sterling while making just 3% per annum for the 16 
days, and constitutes the no-profit buying price for the 
£425,408 of demand drafts. So the no-profit buying rate, and 
no-profit gold import point, must under the conditions be 
4.8520 as shown in the example. 

§132. Technical detail: Troy and Metric Weight— -The 
legal specifications of the "standard units of value" are laid 
down in troy weight in England and the United States, and in 
metric weight in nearly all other countries. According to the 
received historical account, the early troy pound was the 
weight of 7,680 dry wheat grains taken from the middle of the 
heads. But to-day in England the troy pound is defined as 
576 %oob or 14 %75 of the imperial avoirdupois pound, and the 
latter is simply the weight of a certain block of platinum de- 
clared by parliament to be the standard. 

The unit of weight of the metric system is the kilogram. 
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This is the weight of a certain block of platinum and iridium 
kept near Paris by the International Bureau of Weights and 
Measures. This block of metal was set up as the standard 
metric kilogram weight by the concurrent action of the chief 
governments of the world. Although the kilogram was in the 
first instance derived from the meter, or metrical unit of 
length, by defining it as the weight of a certain cubical volume 
of water (under specified conditions), the ultimate scientific 
and legal definition of the kilogram is as it stands to-day 
merely the factual weight of this particular official block 
of metal. 

The avoirdupois and troy pounds are in the ratio of 
7000:5760 according to definitions now legally fixed in both 
the United States and England. Between either pound weight 
and the kilogram there is no ratio depending on mathematical 
or physical law. The ratio can be obtained only by actual 
weighing of the one arbitrary unit against the other in the 
balance. 

In the United States under the present law, the standard 
troy pound for the purposes of the mints is the one provided 
by the United States Bureau of Standards. This bureau has 
made its pound weights derivatives of the kilogram by adopt- 
ing the ratio, 1 pound avoirdupois = 0.4535924277 kilograms. 
Thus the official troy pound of the United States is to-day 
576 %ooo of .4535924277 kilograms. 

The tables below show the fractions of units and the scheme 
of names in the troy and metric systems of weight, together 
with the approximate equivalents between the two systems: 

Troy 

Abbreviations: lb. = pound, oz. = ounce, dwt. = pennyweight, and 
gr. = grain 

1 lb. = 12 oz. = 240 dwts. = 5,760 grains 

1 oz. ■== 20 dwts. = 480 grains 

1 dwt. = 24 grains 

Metric 

1 kilogram = 10 hectograms = 100 decagrams = 1,000 grams 
1 gram = 10 decigrams = 100 centigrams = 1,000 milligrams 
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Approximate Equivalents 

1 kilogram = 2.2 lbs. avoirdupois = 2.67 lbs. troy 
1 lb . avoirdupois = 1.21 lbs. troy 
1 gram = 15.432 grains 

The English Money of Account. — The English money nota- 
tion is shown below. 

1 pound = 20 shillings = 240 pence = 960 farthings 

1 shilling = 12 pence = 48 farthings 

1 penny = 4 farthings 

The Former Mint Price of Gold in England. — The new 
English Gold Standard Act of 1925 annulled the general pri- 
vate right of free coinage which (though it was regularly in 
disuse owing to the practice of selling gold to the Bank of 
England) had existed under the former monetary statutes. 
Under the Act of 1925, which became law on May 13, only 
the Bank of England has the right to have bullion struck into 
coin at the mint. Thus, it is best to speak of the former mint 
price of gold in England, though the mint price of gold to the 
Bank of England is the same as it used to be. 3 

The former mint price of gold in England was 

£3 17s. \md. per ounce .916% fine. 

The old law provided that there should be free and gratuitous 
coinage of standard bullion, and that 934% sovereigns (or 
gold coins of £1 value) should be made from 20 pounds troy 
of such bullion. Thus 40 pounds troy makes 1,869 sovereigns. 
How the mint price, in the form given above, results from 
these figures is shown beneath: 

40 pounds troy = 480 ounces (40 X 12) 

480 ounces troy = £1,869 (i.e., makes 1,869 sovereigns) 

1 ounce troy = % 8 o X £1,869 

£1,869 ■+- 480 = £3.89375 

8 Under the present gold-bar standard there is of course no necessity 
for the Bank at any time to exercise its right to have bars turned into 
coin at the mint. It should be said the new statutes are so worded 
as to suggest the possibility of a return to the gold-coin standard. 
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Continuing, 

£1 = 20 shillings 

£.89375 = 17.875 shillings (59375 X 20) 

1 shilling = 12 pence 

.875 shillings = 10.5 pence (.875 X 12) 

Hence, 

£3.89375 = £3 17s. 10%d. 

The terms on which the mint was obligated to pay this price 
to the depositors of gold bullion were: (1) the coin was return- 
able to the depositor only after the period required for actual 
coinage, two or three weeks; and (2) no deposit was received 
of a value less than £10,000. 

Suspension of Gold Payments in England, 1931. — The Brit- 
ish Parliament passed an act, September 21, 1931, suspending 
that part of the gold-standard law of 1925, which requires the 
Bank of England to sell bar gold at a fixed price for legal 
tender money. Thus the Bank of England has been relieved, 
for an indeterminate time, of its obligation to redeem its own 
notes in gold. This institution was forced to take immediate 
advantage of the law, and its suspension is in effect at the time 
of present writing. Whether there will be a return to the gold 
standard, with the old pound sterling or with a new and deval- 
orized one, cannot, of course, be foretold with any degree of 
certainty. In the meantime, under the suspension, the price 
of gold in the London market is free to make a flight above the 
normal statutory figures, and it has made this flight. It 
reached £6 6s. Id. per fine ounce on December 2, 1931 (the 
highest point in the autumn of 1931). At this figure there was 
a premium on gold in England of 48.8%. 

Much immediately to follow herein has been written to 
describe matters as they have stood under the gold standard 
and is subject to certain amendments and exceptions under the 
present conditions of suspension. 

The Bank of England's Buying and Selling Prices for Gold. 
— Under the English statutes before 1925, the Bank of England 
was required to purchase bar gold at the price of £3 17s. 9d. 
per standard ounce, although the coining value at the mint 
was £3 17s. 10y 2 d. The Bank paid its price in full immedi- 
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ately upon completion of the assay. The mint, on the other 
hand, delivered coin for bars only at the end of the period 
required for the actual manufacture of the coin. It is under- 
stood that the Bank price was placed iy 2 d. below the mint 
price to compensate for the average loss of interest that the 
Bank would experience when having bars converted into coin. 
Although the new legislation of 1925, setting up as it does 
the gold-bar standard, makes the coining of gold no longer 
necessary, it leaves unaltered the old law governing the Bank's 
buying price for bars. Therefore, we have to-day as formerly 

The Bank's legal minimum buying price for gold bars, 
per ounce 1 ^2 fine £3 17s. 9d. 

The law is not so drawn as to prevent the Bank's setting up 
certain administrative regulations which place some limita- 
tions upon the character of the bunion which it can be com- 
pelled to buy. Among these is one to the effect that the Bank 
will purchase only bars weighing approximately 400 ounces 
each. 

Under the Act of 1925, which is not repealed but in legal 
contemplation only temporarily suspended in respect to one 
section, the Bank is no longer required to redeem its notes in 
gold coin. The new and substitute requirement is that it must 
sell gold bars against its notes on demand at the rate of or 
price of £3 17s. 10%d. per standard ounce, being required, 
however, to deal only in bars of approximately 400 ounces 
each. This establishes then 

The Bank's fixed legal selling price for gold bars, per 
ounce % fine £3 17s. 10%eZ. 

The London Market Price for Gold Bars. — The fact that 
there is a margin or spread between the buying and selling 
prices at the office which issues and retires the national stand- 
ard paper money (at the Bank namely), makes room for out- 
side trading in gold metal, even while the gold standard is 
being maintained. An outside London gold market has existed 
for years. Trading goes on in this market, under gold stand- 
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ard conditions, at prices within a zone whose limits are set 
substantially by the Bank's selling and buying prices. 

Speaking now of gold standard conditions, British standard 
gold in wholesale quantities cannot sell in the market below 
£3 17s. 9d., the Bank's minimum buying price, nor above the 
Bank's fixed legal selling price. The market, however, deals 
very largely in mint-fine bars (.995 fine and upwards, often 
.999 fine or better), and at prices quoted per ounce of fine 
contents. The upper and lower limits of the fluctuations of 
the latter prices are, of course, determined by the maximum 
and minimum prices for standard bars, as modified slightly 
by the refiner's charges that must be paid to convert one form 
of gold into the other. In practice, the maximum price for 
fine bars in the market works out to be 

£4 5s. %d. per fine ounce 
or 85s. %d. " " 

This price was touched in actual trading on June 10, 1930. 4 
The lower limit of the market price per fine ounce may be 
placed at 

84s. Wad. (or about 84s. ®%sd.). 

We have spoken of the virtual fixity of the price of gold 
metal in terms of the national currency as one of the note- 
worthy consequences of the maintenance of a gold standard. 
In many countries the law and bank custom allows gold a 
slight range in price. In the London market this range is 
about % of 1%. We have already seen that the historical 
origin of the margin of l%d. per standard ounce between the 
Bank of England's buying and selling prices, was an allow- 
ance made by the law on account of loss of interest for delay 
at the mint and perhaps other minor expense. Under the new 

*The Bank's selling price, 77s. 10%d. per standard ounce, is equiv- 
alent to 84s. ll 5 Aid. per fine ounce of contents. If to this, %d., the 
refining costs per ounce, be added, the result is 85s. .3295d. or virtually 
85s. %d.. Compare W. F. Spalding, The London Money Market, 4th 
edition, 1930, p. 188. The Bank of England, having run out of fine 
bars, which at its option it usually stands ready to sell, was able to 
provide buyers with standard bars only. 
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gold-bar standard this margin is continued in force, though 
the original reason for it no longer holds. The maintenance, 
of a spread between the buying and selling prices for gold 
metal at the office of issue and retirement of the national 
standard money is in strict principle a violation of the gold 
standard. Thus, if this spread were to be made 25% instead 
of about % of 1%, all would probably agree that the gold 
standard would no longer be really in force. The very minor 
infraction of principle involved in making the selling price of 
gold % of 1% higher than the buying price is not without 
practical justification or utility, for it tends to reduce the vol- 
ume of trading of gold against money, whether for domestic 
purposes or for purposes of export and import. When trad- 
ing in gold goes to the Bank, operators will have to pay more 
for it than they can get for it. The tendency of this is to 
increase somewhat the margin between the gold export and 
gold import points in the exchange rates. This effect, as we 
say, seems justified because it reduces in some degree the dis- 
turbances of the gold reserve. 

The money notations, mint and bank prices for gold, and 
regulations and customs governing bullion trading, in foreign 
countries other than England, are, of course, of importance 
to the bullion dealer and shipper. The present text, not being 
designed as an "arbitrage manual" or "cambist," does not 
attempt to cover these matters country by country. What has 
just been given about England is incomplete. It serves merely 
as a specimen, in a manner of speaking, to be shown the 
interested student. 

The Price at Which Gold Can Be Sold to the United States 
Mints: Standard Bullion. — The standard bullion of the United 
States is 900 parts of fine gold to the 1,000. The 100 parts 
not gold, called in this connection the alloy, may consist 
wholly of copper, but a proportion of silver equal to % of the 
alloy is permitted by law. Silver will be left in only in cases 
where it is present in such small quantities that it does not pay 
to refine it out. Such silver as remains in the bullion, though 
by nature a valuable metal, has no effect upon the value of 
the bullion, except that its presence saves the use of an equal 
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weight of copper, which is a negligible matter. This silver is 
►like silver in the moon, or too far underground to be worth 
anything. 5 

The mint-buying price for standard gold bullion in the 
United States is $18.60465116 + per ounce without deduction 
or charge. This is computed in the following manner: 

The statutes provide 

1. That 25.8 grains of standard gold shall constitute a dollar, and 

2. That the depositor of standard gold at the mint shall be en- 
titled to receive back all the coin it will make, without charge. 

An ounce, or 480 grains, of standard gold will make 480 ■*■ 25.8 = 
18.60465116 + dollars. 

The mint price for standard gold bullion is also sometimes 
expressed as $800 for 43 ounces. If the mint gives $1 for 25.8 
grains, it will give $800 for 800 X 25.8, or 20,640 grains, and 
this happens to be exactly 43 ounces troy. 

Non-Standard Bullion. — The mint-buying price for non- 
standard gold bullion in the United States is $20.67183462 per 
ounce of fine contents, less charges. This is best expressed by 
saying that the basic price for non-standard gold bullion is 
$20.67183462 per ounce of pure gold contents. In no case 
does the depositor of non-standard bullion receive payment for 
its fine contents at the full rate of $20.67183462 per ounce, 
because there are always some charges in connection with the 
deposit of such bullion, even though these sum up to perhaps 
as little as % 00 of 1%. 6 The United States Assay Office at 
New York usually pays from 95 to 98% of the estimated value 
of imported gold bars in immediate cash and the remainder 
when the assay is completed (perhaps after a week or ten 
days) . 7 

B In practice the presence of very small quantities of impurities in 
standard bullion has to be tolerated by the mint, if they are not 
injurious to the coining machinery. 

6 Melting, toughening, parting and refining, and alloying charges. 
The law provides these shall be set at average costs. For a schedule 
published by the mints, see U. S. Treasury Department, Mint Service, 
Tales of Charges, etc., Government Printing Office, Washington, 1930. 

7 One who deposits gold metal at the coinage mints (at Philadelphia, 
San Francisco, or Denver) or at the New York assay office, has the 
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The Price at Which Gold Metal Can Be Bought in the 
United States: Sale of Bars for Money by the Mints.— The 
Treasury Department of this country is by law authorized, 
but not compelled, to sell gold bars for gold money of the 
United States. The statutory provision in point reads as 
follows: 

The superintendent of the coinage mints and of the United States 
assay office at New York may, with the approval of the Secretary 
of the Treasury, but not otherwise, receive United States gold coin 
from any holder thereof in sums of not less than $5,000, and pay 
and deliver in exchange therefor gold bars in value equaling such 
coin so received. The Secretary of the Treasury may make, in his 
discretion, such exchange without charge, or may impose a charge 
therefor. (U. S. C. A., Title 31, § 326.) 

Under the regulations now in force pursuant to this statute, 
a holder of United States gold money, or gold money funds 
(see below), may procure bars between .900 and .999 fine at 
the New York assay office at the statutory price ($20.67 -}-) 
without charges, unless particular sizes are requested. 

Interconvertibility of Bars and Gold Certificates. — Under 
the law the Treasury Department issues gold certificates, our 
most important form of legal tender paper money, against 
gold bars deposited with it. It also, at the wish of the holder 
of such certificates, redeems them in bars instead of in coin. 
This trading of gold certificates against bars is carried on in 
either direction at the statutory base price of $20.67 +, giving 
us in this country the greatest practicable fixity of the price of 
gold metal. This policy of making bars and gold certificates 
interconvertible has the' useful effect of eliminating much un- 
necessary melting of coin and recoining of bullion. This coun- 
try has a gold-coin standard, but this suggestion of the bar 
standard made its appearance in our statutes many years 
ago. 

statutory right to have it manufactured into bars to be returned to 
him. Such a conversion is of course not a sale or purchase of gold 
for money. See U. S. Code Annotated, Title 31, §§ 325 and 327. The 
mints and assay office may, however, "refuse any deposit of less value 
than $100 or any bullion so base as to be unsuitable for the operations 
of the mint" (§ 327). 
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Acceptance of Federal Reserve Funds as Gold. — In practice 
to-day, a member bank of the New York Federal Reserve 
Bank is allowed to pay for bars purchased from the New York 
assay office, by making a mere transfer to the latter of credit 
or funds with the Federal Reserve bank. Such credit is now 
treated as gold money in interpreting the regulations, the ob- 
ject being to do away with the carrying through the streets 
of great sums in gold certificates or gold coin. 

Bullion Dealings of the Federal Reserve Bank of New York. 
— Any Federal Reserve bank has the power to buy or sell gold 
bullion but has no legal obligation to do either of these things. 
The Federal Reserve Bank of New York will usually in prac- 
tice deal in gold in either direction at the statutory price. 
When selling, it will, of course, accept payment in checks or 
other orders on itself, i.e., will pay itself by canceling deposit 
credit on its books. When buying, it is willing, of course, to 
make payment by granting deposit credit on its books. 

Federal Reserve banks are not under legal compulsion to 
pay gold coin or bars on either their notes or their deposits. 
The law makes the notes redeemable at the banks themselves 
in "lawful money," i.e., any money issued by the United States, 
but does make them redeemable in gold coin on demand at 
the United States Treasury. Federal Reserve bank deposits 
are, in the silence of the statute, presumably payable in any 
kind of legal tender. 

The Cost Price of Gold in the Melting Pot. — In a country 
actually maintaining a gold-coin standard, any person having 
a certain minimum quantity of "money" (currency or else 
credit in a solvent bank), can by sufficient trouble convert the 
same into gold coin. This coin he may melt into an ingot of 
standard gold. By doing this he procures gold metal at the 
cost of the money value (or nominal value) of the coin melted 
up. In general, the melting of coin is by reason of its costli- 
ness the method of last resort to make an exchange of money 
for gold bullion. In the United States, however, this method 
is the only one fundamentally assured under the system of 
monetary laws as they stand at present. The sale of bars by 
the Treasury Department is at law discretionary, however 



376 



FOREIGN EXCHANGE 



improbable any suspension of such sales may be. Any sales 
by Federal Reserve banks are wholly voluntary. 

The price of gold obtained in the melting pot is affected by 
(a) chance errors in the minting of the coin that is melted, 
and (6) any abrasion such coin may have experienced while 
being handled. A gold coin may be underweight compared 
with statutory requirements and still retain its full legal tender 
power, or legal tender power at its full "nominal value." It 
is impossible to manufacture coin of the exact weight and 
fineness prescribed by law. A deviation from the standard, 
allowed by the law without loss of full legal tender power, is 
known as "tolerance." We have 8 

C Error in fineness 

C For error in minting -! 
Tolerance -I I Error in gross weight 

[ For abrasion from handling 

(In the manufacture of coin to-day the mints of the United 
States take advantage of much less than the legal tolerance.) 
Any considerable quantity of gold coin is likely to be a 
little short in fine contents. Suppose 10,000 United States 
eagles, or pieces of $10 each, are to be melted for their gold 
contents. Let us assume we have the following data as to 
actual weight: 





Gross Weight 
in Grains 


Average 
Fineness 


Fine 
Contents 


Standard 


2,580,000 
2,577,250 


.900 
.8999 


2,322,000 


Actual (say) 


2,319,267 



Here $100,000 of legal tender would be given up for 2,319,267 
grains of fine gold. 

2,319,267 grains = 4,831.80625 ounces 
100,000 -*- 4,831.80625 = $20.69619 cost per fine ounce 

The Principal Gold Pars with the American Dollar. — 
Nearly every country in the world has provided by a law, 

8 The law on the subject in this country may be found in U. S. 
Code Annotated, Title 31, §§ 318, 346, and 348. 
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Table op Gold Pars, Which Mat or Mat Not Be Effective 
Pars of Exchange at Ant Given Time 9 



Country 

Argentine Republic 

Gold currency 

National paper currency. 

Austria 

Belgium 

Brazil 

Canada 

Chile 

Czechoslovakia 

Denmark 

France 

Germany 

Great Britain 

Greece 

Hungary 

India (British) 

Italy 

Japan 

Netherlands 

Norway 

Poland 

Russia 

do 

Spain 

Sweden 

Switzerland 

Turkey 

Yugoslavia 



Unit 



Peso 

Peso 

Schilling 

Belga 

Milreis 

Dollar 

Peso 

Krone 

Krone 

Franc 

Reichsmark 

Pound sterling 

Drachma 

Pengo 

Rupee 

Lira 

Yen 

Guilder (florin) 

Krone 

Zloty 

Ruble 

Chervonetz 

Peseta 

Krone 

Franc 

Piaster 

Dinar 



Value 



$0.9648 
.4245 
.1407 
.1390 
.5462 

1.0000 
.1217 
.0296 
5680 
.0392 
.2382 

4.8666 
.0130 
.1749 
.3650 
.0526 
.4985 
.4020 
.2680 
.1122 
.5146 

5.146 
.1930 
.2680 
.1930 
.0440 
.1930 



passed at some time or other, for a money unit of a fixed 
weight and fineness of gold. We understand, of course, that 
only when a country actually maintains its legal theoretical 
gold standard does a gold par between it and another country 
serve in fact as the approximate center of fluctuation of the 
exchange rates. As a par of exchange, a gold par is fictitious 
when either country is not on a de facto gold basis. At the 
time of present writing (the end of the year 1932) , the mone- 
tary standards of most of the leading countries of the world 

9 Compare table of values of foreign moneys, Annual Report of the 
Secretary of the Treasury, 1931, p. 783. 
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are in a highly uncertain condition, and the question whether 
a given gold par is really effective or only fictitious can in 
general only be answered on the basis of the latest information. 

§ 133. Interest as an element in the cost of gold shipments. 
— A banking operation which involves an outlay of money 
funds for a deferred return is properly chargeable with interest 
for the intervening time even if this be but a day. If the 
return exceeds the outlay merely by an amount equal to inter- 
est, there is no profit in a true sense and there is also no 
loss. A gold shipment by a bank or banking house often 
necessitates an earlier outlay for a subsequent return. Gold 
export against a sale of demand drafts entails no interest cost 
if incidental conditions are the most favorable possible, be- 
cause the return from the sale of the drafts may be had on the 
same day with the outlay for the gold. But often, perhaps, the 
metal will have to be paid for a day earlier. In any case, the 
true interest charge depends on the actual time of lockup of 
financial capital. Regarding the time consumed in --the trans- 
atlantic passage by gold exported to London by a New York 
bank, the metal (which will produce a credit to the exporting 
bank's London balance) travels just as fast as the drafts which 
have been sold against its export and which will produce the 
corresponding debit. Gold import from a foreign place against 
a purchase in the home market of exchange on that place, 
always involves an interest cost. In what we may call the 
standard operation of gold import, the exchange is first pur- 
chased and remitted abroad for conversion into gold and then 
that gold is shipped home. Thus a time must always elapse 
between outlay and return. 

A gold shipment from London to New York may show at 
least three different interest costs, depending upon the manner 
in which the shipment is engineered. Thus: 

The Time fob Which Interest Is Chargeable on a Gold Ship- 
ment from London to New York 

1. As an import by New York on the basis of 
New York rates for sterling exchange : 
(a) Against purchase in New York of de- 
mand sterling drafts double transit time 
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(b) Against a purchase of sterling cables transit time 

(c) Against expenditure of an existing 
sterling balance to buy the gold in 

London transit time 10 

2. As an export from London on the basis of 

London rates of exchange on New York: 

(a) Against a sale of demand drafts on 

New York to 1 or 2 days 

(6) Against a sale of cable transfers on 
New York (whether or not under a 

future contract) transit time 

By "transit time" is meant express and mail time between London 
and New York. 

We might have knowledge that a consignment of gold is 
upon a steamer bound from London to New York and that the 
metal will be locked up seven days, but we could not from 
these mere facts tell whether the bank making the shipment- 
ought to be charging against it interest for zero, seven, or 
twelve to fourteen days. In all instances in the table pre- 
sented above, the gold remains in transit for exactly the same 
period. In fact, on the physical side there is only one operation 
present. If the gold is out of the possession of the banks for 

10 This differs from what the author prefers to describe as a standard 
gold shipment, in that this operation (1) produces a transfer of funds, 
(2) yields no positive accountancy profit, and (3) is typically confined 
to a relatively small scale. The sterling funds of the operator are 
reduced and the dollar funds increased. The standard shipments on a 
large scale are not made with the object or effect of a transfer of the 
operator's funds between countries. 

That the operator is in a position making desirable to him a transfer 
from sterling to dollars is a matter unrelated to the general exchange 
rate situation which demands gold shipments. He chooses to move 
gold to effect the transfer, because owing to the exchange rate position 
this is the cheapest method. Among other ways to transfer the fund 
would be to sell in New York (a) cables or (b) demand drafts on Lon- 
don. If he sells cables he will be out sterling and in dollars at once. 
But the gold shipment puts him in dollars only after the time of transit 
has elapsed. Hence a charge against the gold shipment for interest for 
transit time. If he sells demand drafts he is in dollars immediately 
but not out sterling until the drafts have crossed the ocean to be pre- 
sented for payment. So compared with the gold shipment the sale of 
demand drafts as a means of transfer saves interest for time of transit. 
We offer no theory as to just what rate of interest the banker ought 
to charge against a transfer of funds by gold shipment. 
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just the time of transit, does it not follow that the real interest 
loss must be figured for just this time? The truth is, the 
interest charges, properly considered in fixing the points in 
the exchange rates at which a gold shipment will be profitable 
to the shipper, are determinable only on the basis of the time 
which runs between this shipper's own particular outlay and 
his own particular return. It is not a question of figuring some 
sort of interest loss to the banking world at large. Indeed, such 
a question would seem to be without definite meaning. The 
table correctly indicates the periods for which interest is 
chargeable to find the no-profit gold points in the particular 
rates of exchange with which each example is concerned. The 
time spent by the gold in transit is not characteristically this 
period, though it may enter as a factor into the true period, 
i.e., time between the actual outlay and actual return to the 
shipper. 11 

11 For a discussion of interest charges as an element in the cost 
of a gold shipment made by a central bank on its own account, see 
§ 138 below. 



CHAPTER XXI 
CENTRAL BANKS AND THE GOLD MOVEMENT 

§ 134. The central bank's interest and its methods. — Under 
the gold-exchange standard it is characteristic for the central 
bank to assume the entire duty of stabilizing the exchanges, 
and opportunity is not usually presented for private interests 
to make shipments of gold. But between countries maintain- 
ing the gold standard, private shipments are the ultimate foun- 
dation and guaranty of the stability of the exchanges, and the 
right and freedom to make them are vital conditions of the 
gold standard. 1 Nevertheless, between these countries the 
gold movement is not left wholly to the free play of private 
interest, for the central banks from time to time make decided 
efforts to bring it under their influence or control. There are 
certain methods available to them, which do not involve 
breaches of the recognized principles of the gold standard. 

Under the highly modernized conditions prevalent in the 
leading countries, gold does not circulate to any considerable 
extent. Characteristically it lies in the central bank as re- 
serve. 2 Imported gold flows directly into this bank, and gold 
for export is drawn directly from it. 3 Thus the movement is 
virtually in and out of the central bank. In very modern 
times the exchanges have come to be greatly influenced by 
inter-bank borrowing and lending, and by the washings back 
and forth of international liquid capital or short-term invest- 
ment funds. Also bonds and shares are bought and sold inter- 

1 By "private" shipments we mean in this connection any made by 
others than a central bank or governmental agency. 

2 The hand-to-hand use of gold certificates in the United States 
might well be classified as a circulation of gold, but in fact the hand- 
to-hand circulation of these certificates has virtually ceased. In the 
United States the ultimate gold reserves are held not only by the cen- 
tral banks, but in part by the Federal treasury. 

3 The London market as a distributing point for new South African 
gold has constituted something of an exception. 
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nationally on a great scale often with massive and sudden 
movements in some one direction. Capital makes a "flight" 
from the mark or the pound, or to the franc. The result is the 
exchanges are often nearly dominated by financial as con- 
trasted with commercial forces. Gold flows tend to be abrupt 
and large, and thus come to be of very lively concern to the 
central banks because of the great effects on their reserve 
positions. 

The private banks, however large, tend to keep their reserves 
in the form of deposit credit with the central bank.* The 
demand liabilities of the central bank include the deposits car- 
ried with it by the ordinary banks, the deposits of others with 
it, and its circulating notes outstanding. Almost always the 
statutory law of the country requires it to hold a certain mini- 
mum proportion or percentage of gold as reserve against its 
notes, or both its notes and deposits. 5 In many countries, the 
central bank is permitted under a variety of regulations to 
reckon as a part of its legally required gold reserve, deposit 
credit held by it with gold-paying foreign central banks, also 
special deposits of gold (or earmarked gold) 6 with such banks, 
or, again, prime bills of exchange payable in foreign, gold- 
paying countries. Statutory regulations aside, the safety and 
comfort of the bank will naturally require it to maintain some 
minimum reserve dependent upon numerous and variable con- 
ditions which will often make the comfortable ratio exceed the 
statutory one. 

At times the central bank's gold holdings may be ample 
without being redundant, 7 and at such times it may have little 

4 In the United States a national bank must be a member of a Fed- 
eral Reserve bank, and, as such, can reckon as legal reserve only its 
balance with its Federal Reserve bank. Currency held in its own pos- 
session cannot be counted as legal reserve and thus serves merely as 
till money. 

6 There is no legal regulation of the amount of reserve held by the 
bank of England against its deposits. 

6 Gold sequestered or specially set aside by the holding bank as the 
property of the depositing bank and thus gold which can no longer 
count as part of the reserve of the holding bank. 

7 The student will of course understand that both from (1) the stand- 
point of its own earning capacity and (2) from the standpoint of the 
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immediate concern about any ordinary gold movement. At 
other times the proportion of gold to liabilities may be so low 
as to produce concern. Then the bank may seek to influence 
the private gold movement by stimulating imports or retard- 
ing exports. In general, gold imported on private account will 
be deposited with the central bank, and gold exported on 
private account will be drawn from it. 8 So, in connection with 
its own reserve position, the central bank may become greatly 
interested in gold shipments undertaken in any considerable 
volume for private profit. 

The business and financial classes in a country also take a 
keen interest in this movement. A degree of deficiency in the 
gold reserves has a strong tendency to tighten the money 
market and has more remotely a tendency to bring down the 
prices of goods and securities, and so to increase costs and 
reduce profits. For, if the deficiency cannot be removed, the 
loans and advances of the central bank (and also of the great 
ordinary banks) will usually in the end have to be contracted, 
and thus the accommodation to business reduced as well as 
made more expensive. The very great financial dangers in- 
volved in an excessive impairment of the central gold reserves 
and accompanying forced contraction of credit, should need 
no discussion here. 

All this serves to explain why the business and banking 
interests of a gold standard country come to have an almost 
fixed attitude of mind toward the gold movement, looking 
almost always upon exports of this metal as "unfavorable" 

needs of the country, it is possible for a central bank to have an un- 
desirable excess of gold. In relation to the first point, compare the 
fact that if an ordinary bank should quit making loans and advances 
and should call in all funds due it, it would have all its resources 
in the form of money and would be in an enormously strong position 
and would be making no income. 

8 In making gold deposits or withdrawals, the private operator is 
making what from his standpoint are mere exchanges of one form of 
money or money's worth for another, in order to engage in a technical 
shipping transaction for a profit. He starts with an amount of home 
money funds and ends up with a slightly greater amount of the same. 
When he imports gold, he has in general no better use for it than to 
place it in the central bank for deposit credit, or to place it in some 
other institution which will do this. 
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and imports as "favorable." 9 When the exchange rates are at 
or near the position productive of gold imports, these rates 
are similarly thought of as being "favorable," and in the re- 
verse case they are "unfavorable." 

In time of war the government or central bank of a country 
is apt to assume a more or less complete control of the gold 
movement. At the outset of the recent World War such con- 
trol was promptly taken over in practically all countries, bel- 
ligerent or neutral, which possessed any gold put to monetary 
use. However, war times aside, it is the policy of many cen- 
tral banks to employ certain devices to influence the gold flow 
in the interest of local financial comfort. It is to these expedi- 
ents our attention is next to be directed. Resort to them is not 
founded on the supposition that natural remedies will always 
fail, but rather on the notion that the artificial ones may 
serve until the turn of the tide and make the experience less 
severe. 

The methods open to central banks to influence or regulate 
the gold movement, without breach of the gold standard, may 
be classified as follows: 

1. Methods operative upon the exchange rates 

(a) Management of the bank discount rate 

(b) Active intervention in the exchange market by buying and 
selling foreign bills 

2. Methods affecting the gold points 

(a) Altering the bank's price for gold within the legal limits 
(6) Making interest-free advances against gold imports 

(c) (Historical: the gold premium policy of the Bank of 
France). 

In general, methods classified under 2 are much less impor- 
tant than those under 1, and are less frequently resorted to. 
We do not in this text undertake the task of discussing the 
individual practices of the various greater central banks. 10 

9 It is true that under the influence of the great heaping up of 
monetary gold in the United States in the period from the war to 
the year 1930, this attitude of mind has been altered within the coun- 
try to a certain extent for the time being. 

10 la, management of the discount rate, has been the great weapon 
of the Bank of England. The German Reichsbank has used freely both 
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The table presents a list of known methods that may be used, 
or may have been used at one time or another, by one or 
another central bank. 

Suppose the exchange rate in country B upon country A is 
approaching the figure at which private gold export from B to 
A is imminent, and that the central bank in A desires to have 
this flow into its reserves take place. , If this bank resorts to 
the first class of methods it takes action which tends to 
move the rate of exchange to the gold point; while if it resorts 
to the second class, its action changes the gold point itself, 
altering it so that the shipments may be profitable without the 
rate of exchange advancing all the way to the ordinary gold 
point. 

Methods 2a and 26 are useful in practice only to induce 
gold imports because central banks can really manipulate only 
their buying prices for gold. The raising of the selling price, 
as a special measure to impede gold exports, is ruled out by 
reason of the fact that central banks always keep their selling 
prices at statutory maximum. 11 (2c is a method once used 
by the Bank of France to place an obstacle in the way of 
gold export, though it was always only a slight one.) 

§ 135. The discount rate in relation to the gold movement. 
— The elevation of the discount rate of the central bank of a 
given country tends to make the exchanges move "favorably" 
to that country, that is, to make exchange upon it become 
dearer in foreign places and reciprocally to make exchange 
upon foreign places become cheaper in it. The rise of the 
money rate merely tends to produce these effects, and there 
may be conditions under which they will not actually be 
brought about. Suppose that the rates of exchange between 

la and lb. As for the United States, the only method employed by the 
Federal Reserve banks to influence the gold movement is la, but (as 
has been stated before) the discount rate policy of these banks has, 
thus far in their history, by no means been dominated by their gold 
position or by the international movement of gold. 

11 A not very important exception may be noted. When a central 
bank holds foreign coined gold (for reserve purposes reckoning it of 
course as bullion), the price at which the bank may sell this coin for 
export to the country of origin is slightly variable. 
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England and the United States are approaching the points at 
which a gold movement out of England would normally take 
place, whether as an export engineered on the English side 
against sales of dear dollar exchange, or as an import on the 
American side against purchases of cheap sterling. 12 The sup- 
position is that the rates are approaching the gold points 
"unfavorable" to England. Any influence which would make 
these rates swing back in a favorable direction or would even 
restrain their further unfavorable march, would avert the 
threatened loss of gold. The Bank of England might now raise 
its discount rate with a view to supplying such an influence. 
This action would be an example of manipulating the discount 
rate to prevent gold export. At times, of course, the purpose 
may be the more positive one of inducing gold imports. For 
if the exchanges show a disposition to approach the gold points 
favorable to England, a raising of the English bank rate may 
well serve to pull them all the way to these points. 13 

Our illustration is only an illustration and is not to be taken 
as implying that the Bank of England is the one central bank 
in the world to manage its discount rate as a means of in- 
fluencing the gold movement. It is true, however, that this 
institution has up to present times been the foremost prac- 
titioner of this art, and also that its discount rate policy has 
been based most directly upon its gold position to the exclusion 
of other factors. The discount policy of the Federal Reserve 
banks of the United States has since their foundation been 

12 At the very moment of writing England has suspended gold re- 
demption of the Bank of England notes, and the Scandinavian countries 
have followed with similar measures. The pound has momentarily 
been below $3.50 in New Yorkl We continue, nevertheless, with the 
use of English-American illustrations, a policy which seems as good as 
any other under the greatly disturbed international monetary and finan- 
cial conditions of the present time. Of course the Bank of England is 
not now able by the management of its discount rate to influence the 
gold movement in the ordinary way. 

13 We do not wish to imply that even under theoretically perfect 
economic equilibrium or adjustment the English sight rate on New 
York and the American sight rate on London will necessarily reach 
the reciprocal gold points at the same moment. In the past, New 
York banks have made most of the shipments of gold between the 
countries in either direction. 
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necessarily much more influenced by other considerations, and 
in fact has been unavoidably rather complicated. 

Many years ago the National Monetary Commission of the 
United States, acting under the direction of Senator Nelson W. 
Aldrich, secured interviews with leading European bankers 
upon the subject of central bank policy. The materials col- 
lected were published in a Senate document entitled Interviews 
on Banking and Currency Systems. 141 In a section of this re- 
port, giving answers to questions addressed to the Governor 
and Directors of the Bank of England, the following may be 
found (see pp. 26 and 27) : 

Q. How and by whom is the bank rate fixed? 

A. The bank rate is fixed at the weekly meeting of the court of 
directors, but the governor has power to raise the rate at any inter- 
mediate time, should circumstances in his opinion render such a 
course necessary. 

Q. When and under what conditions is the bank rate changed? 

A. The bank rate is raised with the object either of preventing 
gold from leaving the country, or of attracting gold to the country, 
and lowered when it is completely out of touch with the market rate 
and circumstances do not render it necessary to induce the import 
of gold. 



Q. Do you regard prompt and adequate increase in the bank 
rate as the most effective measure to protect the bank's reserves? 

A. Yes. 

Q. Does the raising of the bank rate ever fail to attract gold and 
change the course of the exchanges? 

A. Experience seems to prove that the raising of the bank rate 
to a sufficient level never fails to attract gold, provided the higher 
rate is kept effective. 



Q. What effect did raising the rate in the period from October, 
1907, to January, 1908, have upon the bank's gold supply? 

A. On the 15th August, 1907, the bank rate was raised to 4%% 
and so continued until the 31st October, when it was further raised 
to 5%%. On the latter date the total bullion held by the bank was 
£31,700,000 and the proportion of reserve to deposits 39.9%. On 
the 4th November, owing to further withdrawals of gold, the gov- 

14 Senate Document No. 405, 61st Congress, 2nd session. Washington, 
Government Printing Office, 1910. 
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ernor, acting on his powers, raised the rate to 6%. On the 7th 
November the court of directors raised the rate to 7%, the total 
bullion being £28,700,000 and the proportion [of the reserve] 35.2%. 
Thenceforward the inflow of gold was greater than the outflow, thus 
demonstrating the power of an effective increase of rate. 15 On the 
11th December the total bullion was £34,100,000 and the proportion 
47%. At the end of January, by which time the rate had been 
gradually reduced to 4%, the total bullion was £38,500,000 and the 
proportion 56.6%. 

Q. From how many countries did the bank receive gold as a result 
of the increase at that time? 

A. Twenty-four, including British colonies. 

The raising of its discount rate by the central bank can pro- 
duce an actual effect on the exchanges only under certain con- 
ditions. (1) In the first place, the higher discount rate must 
become actually "effective" within the country, or actually 
operative in its money market. (2) In the second place, this 
money market must be one in which foreigners deal in sub- 
stantial volume, by securing accommodation from it or by 
making investments in it, or both. (3) In the third place, the 
international situation must not be too refractory, that is, 
other forces (including the contemporary discount rate policies 
of foreign central banks) must not be too strongly in resist- 
ance to the home discount policy. 

1. The money market of a country will much of the time 
be free of the control or influence of the central bank. Much 
of the time the ordinary banks and other regular money 
lenders will supply all or practically all the loanable funds 
taken, without themselves seeking accommodation at the cen- 
tral bank. In this state of affairs the central bank's loanable 
funds do not constitute an effective part of the immediate 
supply of "money," and the central bank's rate of discount 
will be "ineffective" or inoperative. 16 The money rates actu- 
ally in force in the market, alone react upon the exchange 

15 An ''effective" increase of rate here means one effective in bringing 
up the market rate of discount. 

16 In this state of affairs the central bank's official rate is likely to 
stand at a moderate distance above the market rate applicable to the 
same type of paper. It should be remarked that some central banks 
carry on a lending and discounting business with their own private 



CENTRAL BANKS 389 

rates. Thus, a central bank rate which is not effective in the 
market will not be operative upon the exchanges. 

A central bank which finds its gold holdings below the line 
of comfort or safety may also find that the market money 
rates have not, left to themselves, hardened sufficiently to pro- 
duce a satisfactory reaction on the exchanges. In this situa- 
tion the bank may set its own rate at a relatively high figure 
and then take positive steps to bring the market rate up to 
this. Such action is sometimes spoken of as "making the bank 
rate effective." The chief means available to the central in- 
stitution to accomplish the purpose are for it to borrow funds 
from market sources or to sell securities for cash in the market, 
and thus reduce the outside supplies of loanable funds. Some- 
times the bank is aided by the voluntary marking up of rates 
by the ordinary banks which follow its lead as a matter of 
public spirit. 

2. Assuming now that the central bank's campaign to in- 
fluence the gold movement has succeeded to the extent of 
raising the country's money rates, the next condition which 
must be fulfilled is that this shall work an effect upon the 
supply of and demand for foreign exchange. This in turn 
requires that foreigners should be making it a practice to lend 
or borrow on short term in the country's money market. When 
the London money market is in its normal historical condi- 
tion, its action affords the most finished example of the 
mechanism with which we are now concerned. Suppose Lon- 
don money rates rise notably, and meanwhile money rates in 
other leading centers do not rise in opposition, so to say. 
International banking and financial houses that have their 
business capitals mainly employed abroad will likely transfer 
funds to England to be employed there for the time being by 
making straight loans or by discounting short-term paper such 
as bankers' sterling acceptances payable in London. To make 
such transfers of funds, these houses will either buy sterling 
exchange at home or sell in London exchange on their own 

customers, competing in a limited way with the ordinary banks and 
doing so at the market money rates at the times when the bank rate 
is ineffective. 
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countries. Either action is equivalent to the other. Supply 
and demand are altered and sterling exchange tends to rise in 
terms of foreign currencies. A sufficient rise affects the gold 
movement favorably to England. 

Perhaps before the London money rates went up, foreigners 
were rather heavily indebted on short term in London. Now 
the costs of remaining in this condition have been increased, 
and this tends to make them remit funds to London to pay 
off the debts. Such remittances tend to strengthen sterling 
exchange. 

A more technical point is that high money rates in London 
tend powerfully to cause foreign banks to invest in the long 
sterling bills which in the course of commerce originate near 
them and are sold to them. (Compare §§ 52-54 and Chap. 
XII.) " A long sterling bill originating in some country 
foreign to England would usually be sent to London for im- 
mediate discount and cash credit there, and against this credit 
sight sterling exchange would be sold at the point of origin of 
the long bill. If now, instead, investment in this long bill 
takes place, the corresponding sale of sight sterling is post- 
poned. If the movement towards this investment is general, 
the result will be a substantial reduction in the supplies of sight 
sterling abroad and a tendency of this form of exchange to rise. 

In sum, an elevation of the discount rate, operating through 
various channels, may cause exchange rates to move away 
from the unfavorable gold points or to the favorable ones. 
It must not be supposed that central banks are always en- 
gaged in combating gold exports or inducing imports. Popular 
and journalistic conceptions of an incessant battling for gold 
are highly exaggerated, though they have come closer to being 
justified in recent and more disturbed conditions since the 
World War. Discount rate management is not the whole of 
the story of the effort to influence the gold movement. 

17 When gold payments on the English national currency (Bank of 
England notes) are suspended, as at present, it is understood, of 
course, that foreign investment in long sterling bills is practically out 
of the question. Indeed, the whole mechanism of influencing the gold 
movement by discount rate management is out of gear. 
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§ 136. Active intervention in the market for exchange. — 

A central bank may employ a portion of its funds in one or 
more foreign gold countries, as a continuing policy. This will 
give it the power to operate, upon its own initiative, on either 
side of its home market for exchange on these countries, reen- 
forcing either supply or demand. This policy has been adopted 
in a large number of the countries which have since the war 
determined to stabilize their currencies with reference to gold. 
It will often enable the central bank to forestall a gold move- 
ment which without its interference would take place. We 
naturally think of this institution as more concerned to resist 
export than import, but it may under some conditions see fit 
to prevent the rates reaching the import point: this in the 
interest of the stability of the country's rates of exchange 
under conditions where there is no need for an increase in 
the internal quantity of gold. 

Since private gold export is caused by the dearness of ex- 
change on foreign gold countries, the method of forestalling 
it is to sell exchange on such countries. If the forces making 
for dear exchange are not too powerful, the bank can sell 
enough to keep the rates away from the gold export points, 
and can by repurchase replace its foreign funds after the tide 
has turned. When a nationally useless gold import impends, 
the bank can support the rates for exchange on foreign coun- 
tries, keep them away from the import points, and rely on a 
later opportunity to sell back to the market the exchange it 
had to buy in doing this. 

When a gold movement to some one foreign country is 
imminent, operations in exchange on another foreign country 
may be undertaken to ward it off. Thus, for a mere made-up 
illustration, if the Reichsbank were to find francs getting too 
dear in Germany, it might, conditions being propitious, merely 
sell dollar exchange. The buyers of dollars might then use 
them to create credit in France (by purchasing francs in the 
United States, or by selling dollar exchange in France) and so 
satisfy their demands for French current funds without having 
to run the German rate for francs up to the gold point. Or 
the Reichsbank itself might take steps to convert dollar funds 
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into franc funds and sell French exchange directly to the 
German market. 

The central bank's foreign gold assets may be invested in 
deposits with foreign central banks or other great banks, or in 
foreign short-term paper, most appropriately bankers' accept- 
ances. In any of these employments the foreign gold funds 
can earn some interest. 

Earmarked gold on deposit with a foreign central bank is 
really a special category among assets. It resembles gold 
held as reserve in the home vaults more closely than it does 
funds invested abroad. It can be transported physically to 
these vaults at any moment and in fact is regarded by the 
bank in which it is deposited as being virtually exported al- 
ready. Thus we have exports (a) by physical removal and 
(6) by earmarking. Of gold left earmarked with it, a bank is 
a mere custodian and not an owner. 

Speaking of the earmarking of gold in our own country, 
any foreign central bank, possessed of claims for American 
money running against solvent obligors, can convert them into 
Federal Reserve bank deposit credit and thence into ear- 
marked gold. If it had no other way it could convert the 
claims into American money (currency of governmental issue 
or coin), convert this into gold and make a special or ear- 
marked deposit, but this procedure is not necessary. By resort 
to earmarking, the foreign bank makes the gold its own prop- 
erty, but puts the funds into a form in which they earn no in- 
terest. A central bank holding earmarked gold in a given 
foreign country may sell exchange against it, if it chooses to 
use up its property in the gold in this manner. For it can order 
the metal removed from the earmarked account into a general 
deposit account and sell bills or telegraphic transfers against 
the latter. 

We see then that a central bank which makes a practice of 
holding foreign gold funds is in a position to operate in either 
direction in its home foreign-exchange market and thus obtain 
a certain degree of control over the gold movement. In many 
countries the law looks so favorably on this procedure that it 
permits the counting of certain types of foreign funds as legal 
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reserve against the demand obligations (notes or deposits) of 
the central bank at home. In the Federal Reserve Bulletin 
for August, 1930 (p. 502), there is presented a table entitled 
"Legal Reserve Requirements of Foreign Central Banks." 
This shows twenty-six countries which permit their central 
banks to reckon foreign gold funds as reserve under one rule 
or another. But only in a minority of cases may such reserves 
be invested in discount-earning bills. They are usually re- 
stricted to deposits in gold-paying banks. 

§137. Measures available for changing the gold points: 
1. Manipulation of the Price of Gold. — The sale of gold metal 
by a central bank in exchange for its own notes, is, of course, 
nothing but the redemption of these notes described in other 
language. When the law requires the bank to sell gold in this 
way at a stated price (forbidding it to charge more), the law 
merely sets up the redemption rate for notes. If the bank were 
to sell gold against notes at a price below the statutory one, it 
would merely be redeeming its notes at a premium. The only 
effect this action could have on the movement of gold would 
be to stimulate export of the metal. One could hardly expect 
that a central bank would redeem its notes at a premium in 
order to encourage gold exports. The bank's selling price for 
gold is thus normally not movable or subject to manipulation. 
The bank has no motives to lower it, and while upholding the 
gold standard cannot raise it. 

But the buying price for the yellow metal may be in a 
different case. For where the statute places the legal minimum 
buying price somewhat below the fixed selling price (as it 
does in many countries — compare £3 17s. 9d. and £3 17s. 10% d. 
per standard ounce in England), the opportunity is open for 
the central bank voluntarily to raise its bid to some price 
above the minimum although not of course above the legal 
selling rate. Nowhere, so far as the writer knows, does the 
law forbid such action. (The opportunity does not exist in the 
United States, as we do not here have a difference between 
official buying and selling prices for gold.) 

Despite the fact that England is, at the moment of writing, 
off the gold standard, let us examine a made-up English 
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illustration, though it does not appear that the Bank of Eng- 
land has resorted overfrequently to the action in question. 
Let us see what the Bank of England might do under the con- 
ditions that have been normal in the past, that is, under the 
conditions of maintenance of the gold standard. 18 

Assume, then, that the normal prices for gold at the Bank of 
England are in force as follows: 

Per Ounce Per Ounce 

1 M2 Fine Fine 

Legal (maximum) selling price. . . £3 17s. 10%d. £4 4s. ll%id. 

(77s. IGYzd.) (84s. ll%id.) 

Legal (minimum) buying price. . . £3 17s. 9 d. £4 4s. 9%id. 

(77s. 9 d.) (84s. 9%id.) 

It is open to the Bank to offer a higher price for gold than 
the legal minimum buying price. But it cannot afford, while 
maintaining the gold standard, to raise its offer to a figure 
above its legal selling price, for to do so would obviously set 
up an endless chain of presentment of notes for redemption in 
gold and immediate resale of the metal to the Bank at a profit 
made at its expense. Under the bar or bullion standard the 
Bank suffers no expense or delay for coinage. Thus, there 
appears to be no mere economic or financial reason, under this 
standard, why it could not in an emergency raise its buying 
price for gold up to the very limit of its selling price. Such 
action would favor gold import into England. 

In example 1 (page 360) we saw that, incidental costs being 
taken at an ordinary figure, a New York bank may lay down 
100,000 ounces of fine gold in London at a total cost in Amer- 
ican money of $2,072,213. Let us consider, in connection with 
this example, the effects produced upon the gold point by 
changes in the London price of the metal. Thus: 

18 From "questions addressed to the governor and directors of the 
Bank of England": 

"Q. Does the bank under some conditions advance its rate for gold 
purchase? 

"A. Yes." 

Interviews on Banking and Currency Systems, National Monetary 
Commission, 61st Congress, 2nd session, Senate Document No. 405 
(1910), p. 29. Though somewhat antiquated, this statement is semi- 
official. 



CENTRAL BANKS 



395 



Total Outlay 

per Ounce in 

All Cases 



Price Secured 

from London 

Buyer per Fine 

Ounce 



Same in 

Decimals of 

Pound 



No-profit 
Export Point 
in New York 

Demand 
Sterling Rate 



$20.72213 



84s. 9%id * 
84s. 11 d.t 
84s. lWnd.t 



£4540909 
£4.245833 
£4547727 



4.8862 
4.8806 
4.8784 « 



* Bank of England's minimum buying price, 
t An intermediate price (example 1). 
J Bank's theoretical maximum price. 

Where the legal plan of the gold standard permits some 
degree of variation of the price of gold metal in terms of the 
national currency, the gold export points in foreign countries 
will be drawn down to lower figures whenever there is a rise 
in the buying price for imported gold in the home country. 
It makes no difference whether this rise of price takes place in 
the gold market outside the central bank (if there is such a 
market) or takes place at the central bank's bullion counter. 
The point is that the bank can, by offering a higher price, en- 
courage to some degree the inbound gold movement. By such 
action the foreign gold point is made to move toward the exist- 
ing exchange rate, instead of the latter being brought up to 
the ordinary gold point as when the weapon of the discount 
rate is successfully employed. 

2. Interest Free Advances by the Central Bank. — Another 
artifice for stimulating private imports of gold is the interest- 
free advance. Credit at the central bank to receive the gold 
is given at the time of its shipment or consignment on the other 
side, instead of at the time of arrival and physical deposit; 

19 If 100,000 ounces fine cost $2,072,213 laid down in London, one 
ounce fine costs $20.72213. If one such ounce yields proceeds of 
£4 247727 in London (line 3), then the no-profit gold point in New 
York is, in the demand sterling rate, 4.8784 (20.72213 -s- 4.247727 = 
4.8784 and 4.247727 X 4.8784 = 20.72213). £1 of credit in England, 
produced by the method of gold export, costs $4.8784 and this is the 
price at which a demand draft for £1 can be sold without profit or 
loss if sold against the export of gold. 
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and no interest is charged for the favor. (Doubtless the ad- 
vance is always for a sum slightly reduced from the expected 
receipts, to give the bank a margin of safety with respect to 
weight and assay.) What this action does is to alter the gold 
points (at home and abroad). Shipments can take place 
before the exchange rates have quite reached the normal gold 
points. The interest-free advance is useful only in encourag- 
ing gold imports and clearly plays no role when it comes to 
resisting exports. 

3. The Historical Gold Premium Policy of the Bank of 
France. — Under the French currency laws before the World 
War, it was possible for the Bank of France to resort to its 
so-called "gold premium policy" to place something of an 
impediment in the way of gold export. Certain discussions 
written many years ago appear to attach a greater importance 
to this policy than it really possessed. In any event, the Bank 
of France abandoned it permanently as long ago as 1897. 20 

Under the old law the Bank of France could redeem its 
notes either in French gold coin or in silver 5-franc pieces 
(ecus) which also possessed full legal tender power. From 
1804 to 1873 France had a system of legal bimetallism. Both 
gold coin and the larger silver coin were legal standard money 
and naturally were given the full legal tender power. In 1873 
France went over to the gold standard by suspending the 
right of free coinage of silver, but it permitted the silver 5- 
franc pieces to retain their unlimited legal tender power and 
thus set up what has been called the "limping gold standard," 
a standard showing the traces of the abandoned legal bi- 
metallism. 21 

During the period of the gold premium policy, the Bank of 

20 Compare chapter on the "Banking System of France" by Robert 
J. Lemoin in Foreign Banking Systems by Willis and Beckhart, 1929, 
p. 560. 

21 Germany and the United States did the analogous thing when in 
1871 and 1873 they "demonetized" (rightly destandardized) silver. 
Germany deprived the silver thaler of its full legal tender power in 
1907, but the United States has not to this day taken this power from 
its silver dollar. Neither Germany nor the United States ever made 
use of the legal tender power of the former standard silver coins to 
interfere with gold export. 
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France did not make its action open and public (and con- 
temporary newspaper comment was, it is said, quite unau- 
thentic), but it is understood the premium ranged from % 
to % of 1%. An intending exporter would present notes for 
redemption and inquire for gold coin. The bank, if it so 
chose, would offer him silver 5-franc pieces as it had a legal 
right to do. The note holder might then open negotiations for 
gold bullion (bars or foreign coin) . The bank, being under no 
legal obligation to redeem its notes in the gold commodity, 
now offers the same at a slight premium over its true coinage 
value in France. It never offered French gold coin at a 
premium, for to charge this premium would be to redeem its 
notes at a discount. The bank merely refused to redeem in 
French gold coin and offered either (1) silver coin or (2) the 
gold commodity at a premium. As an alternative to accepting 
the latter, the note holder had always the option of attempting 
to get gold coin from the circulating money of the country 
by contriving to exchange his bank notes for the same. 22 The 
gold premium, when put into effect, moved the French gold 
export points further out than normal from the international 
gold pars and thereby averted or delayed actual export. 

§ 138. The central bank's own shipments. — Newspaper dis- 
cussions sometimes give the impression that this or that cen- 
tral bank is importing gold on its own initiative and for its 
own account, when in fact the institution is not itself moving 
an ounce of the metal. These are cases of misconstruing pri- 
vate shipments as central bank shipments. But central banks 
do of course have the legal and economic power to move gold 
and at times put this power to use. Public information as to 
their activities along this line has always been more or less 
uncertain and incomplete, and it is not the intention here to 
present such contemporary factual knowledge as can be gath- 
ered together, but rather to make a few observations of purely 
general character holding good in this field. 

1. A central bank in an inconvertible-paper country is not 
in the least precluded from importing gold. That is to say, a 

22 This action had a tendency to drain the heavier or better coin 
from the circulation (compare Gresham's law). 
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central bank which is not maintaining gold payments on its 
own notes, may draw gold from one which is maintaining such 
payments. And except for the restraining influence of some 
possible gentlemen's agreement, its action in this direction is 
limited only by its financial power or by its conceptions 
of policy. The chief safeguard against excessive losses of gold 
to inconvertible-note banks, is not the making of gentlemen's 
agreements inconsistent with the fundamental principles of 
the gold standard, but rather the lack of financial power or 
motivation on the side of these banks to lock up any great 
quantity of assets in gold. 

The inconvertible-note bank possesses of course a capital in 
money funds of its own country. Unless the home markets 
are bare of exchange on foreign gold countries, 23 the bank can 
acquire gold-exchange — at a price. Having acquired such ex- 
change, it can convert the same into gold abroad and transport 
the metal to its own vaults. For the very reason that it is not 
paying gold on its own demand obligations, there seems to be 
no definite external economic influence operating to restrain 
its conversion of assets into gold. 24 It is apparently its own 
master in determining the price in local money funds it shall 
pay to get foreign bullion. However, there is always the fact 
that gold so acquired replaces home money capital with a 
wholly non-interest-earning asset. This, taken in conjunction 
with the usual condition that the country's bill market will 
afford exchange on gold countries only in comparatively limited 
quantities, operates to give the world some protection from 
the locking up of overmuch gold in the banks of inconvertible- 
paper countries. 

As for motivation, an inconvertible-note bank might wish 
to accumulate gold in preparation for a future resumption of 

23 By reason perhaps of an entirely unfavorable position of the home 
country in international trade and finance. 

2 *The refusal of a gold-paying bank to release the metal for export 
to a country which does not maintain gold payments (something found 
in the world of practice in recent years) is only an act of delay and 
resistance, itself fundamentally contrary to the principles of the gold 
standard, and easily circumvented if there is a full gold-standard bank 
anywhere else in the world. 
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specie payments, or in connection with currency stabilization 
plans. Possibly the authorities desire something of a war 
chest of gold. Even a bank destined to remain on a fiat basis 
for a long time might desire some gold for purposes of display 
to the populace. Unless, however, a plan of stabilization of 
its currency with reference to gold is at least in contemplation 
by an inconvertible-note bank, its drawing of gold from the 
active supplies of the world is under present conditions some- 
thing to be regretted because the quantity of this metal 
available may prove insufficient to keep the gold prices of com- 
modities from falling to ever lower levels. The world is now 
facing the danger, at least, of a too great appreciation of the 
purchasing power of gold. 

2. In sum, it seems there is no definite economic principle 
governing the relation of exchange rates and gold shipments 
made by a bank which does not maintain gold payments. But 
if we turn to a bank which does maintain these payments (at 
some fixed rate such as 58.59 milligrams of fine gold per franc 
or 358 milligrams per mark) at least one definite principle 
comes clearly into view. Such a bank cannot import gold 
from a given foreign gold country when the exchange rate 
upon that country is set against the bank at what is for it the 
gold export point. Legally or physically it would be possible 
to bring in the metal, but it is not feasible economically. For 
example, while the mutual rates between New York and Paris 
stand at the gold export points for France, the Bank of France 
could not afford to import gold from New York. In the first 
place, such action would cause it a direct loss in francs. If 
the bank bought dollar exchange in Paris to get the gold, the 
metal would make less francs on arrival than it cost. If it 
converted deposit credits already held in New York, the yield 
in francs would be less than if it realized on these credits by 
the method of selling dollar exchange on the French market. 
In the second place, the import would be futile because the 
metal would be subject to immediate withdrawal for reexport 
to the United States on private account. The name of the 
Bank of France is used here by way of mere illustration to 
avoid the aridity of Bank of A and Bank of B and so on, and 
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there is no suggestion that the Bank of France is an institution 
having an abnormal or, so to say, improper attitude towards 
gold imports. 

3. The question remains as to what a gold-paying central 
bank may do when the exchange rate is in the zone between 
the private gold points. 

The argument is sometimes made that a central bank can 
import gold at a lower expense than can an ordinary bank, 
chiefly because the central bank really has no need to make 
an interest charge against the operation. Gold held in a 
central bank's vaults is a non-interest-earning asset. 25 Gold 
contracted for in a distant place will upon arrival merge with 
this. It is only necessary to conceive that the imported gold 
enters into the non-interest-bearing reserve at the time ex- 
change is bought to acquire it, in order to conclude that there 
should be no interest charge after that time upon the funds 
locked up to procure it. 26 Any interest cost chargeable against 
a gold shipment must of course consist of (o) an interest dis- 
bursement actually made on borrowed funds employed in the 
operation, or of (6) interest foregone because the operator's 
own funds locked up could have been employed meanwhile for 

25 The student will understand this means that, whereas every unit 
of money funds placed in short-term paper or loaned in the market 
earns a specific bit of interest, money funds locked up in a gold reserve 
do not specifically earn any interest. There is no denial of the utility 
and necessity of the gold hoard as a basis or foundation for the busi- 
ness in which the interest is earned. 

26 Mr. Paul Einzig, who is one of those to advance this argument, 
goes so far in a recent book as to suggest that even a commercial bank 
need assess no interest charge on its gold imports, though he regards 
the question as not altogether clear. "Commercial banks have to keep 
in any case a large idle cash reserve. The question is whether gold 
floating on the Atlantic may be regarded as part of their cash reserve 
on which they are not supposed to earn interest. If the answer is in 
the affirmative, commercial banks are justified in omitting loss of inter- 
est when calculating the cost of shipment." — International Gold Move- 
ments (1929), p. 55. 

Parenthetically, not even gold in vault is any part of the legal 
reserve of an American national bank, much less gold in transit. The 
present writer inclines against the view that a lockup of funds by an 
ordinary bank in a gold import escapes accountability for interest 
earnings on the mere ground that gold is involved. 
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a gain. If there is properly no interest charge on a central 
bank's import of gold (we leave the question to the accountants 
of the bank — possibly the answer differs in different circum- 
stances), such an institution can import gold without loss 
when the exchange rate is a certain distance inside the private 
gold point. 

But the foregoing is really a digression, and we turn now to 
the main question. At nearly all positions of the exchange 
rate within the limits of the gold points, the central bank of 
the one gold country can draw gold from the central bank of 
the other gold country only at a monetary loss. But if it does 
make an import, it will not be embarrassed by a private de- 
mand for reexport. The gold it might import at a loss it 
could keep, at least for the time being, unless indeed the other 
central bank might feel privileged to reimport the metal at a 
loss to itself! 

But an import of gold by a central bank at a loss to itself 
is analogous to its issuing its notes at home at a discount. 
Suppose the Federal Reserve Bank of New York were to offer 
to trade its own notes at home for any stray gold at the rate 
of $1 of notes for 980 worth of gold (so much as would coin 
into 980). As a method of increasing the gold reserve this 
would be subject to the fatal flaw that the seller of the gold 
for notes could immediately redeem the latter in gold worth 
1000, per dollar of notes, and repeat the process at the bank 
at its expense and his profit. Therefore a bank cannot sell its 
notes at a discount while maintaining gold payments at par. 
The futility of such a procedure is enough to account for the 
banker's feeling that it would be disgraceful. But the pro- 
cedure of issuing notes or giving deposit credit to acquire 
foreign exchange to import gold at a loss is of a similar char- 
acter. It is different in that there would be no clear public 
acknowledgment of the nature of the operation and in that 
there would not be generated any private withdrawals of gold 
for a profit from reexport, at least so long as the exchanges 
remained inside the gold export point. Still, a bank that im- 
proves the percentage of its gold reserve by this method is 
virtually issuing its credit at a discount. 
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The proper theory of a gold-paying bank (or government 
office) of issue is that its notes are redeemable in gold on 
demand and redeemable without inquiry into the motives and 
intentions of the note holder who asks for the specie. Any 
abandonment of this doctrine in practice constitutes a breach 
of the principles of the gold standard. If a foreign central 
bank should encash credit in gold and ship this metal to itself 
at some slight loss, there would be under this theory no grounds 
for resistance on the part of the gold-paying bank. How 
much of this type of gold shipment takes place in actual prac- 
tice, if any at all, the present writer has no means of knowing. 
Perhaps there is never any of it. Any newspaper intimations 
about this technicality are likely to be unreliable. 27 

To summarize this somewhat conjectural argument, when 
the exchange rates are in the nonshipping or neutral zone (as 
we may call it), it is open to a gold-paying central bank to 
import gold at some slight loss without counteraction by any 
merely natural economic checks or remedies. Such conduct 
may be likened to the issue of the bank's credit at a discount. 
But this type of gold movement cannot be very important in 
practice. Probably importing in this manner is contrary to 
the policy of many central banks. Again it is tolerably clear 
that no very extensive imports of this type would be feasible 
unless supported by a "favorable" balance of national in- 
debtedness (or "balance of international indebtedness") which 
might lead to natural imports in the end anyway. Finally, 
between closely neighboring countries, the gold points are so 
near together that the neutral zone is quite narrow, and there 
cannot be any very heavy purchases of exchange for unnatural 
imports without the driving of the exchange rate to the gold 
export point. It may be that new gold appearing in the Lon- 
don market has from time to time been taken by outside cen- 
tral banks while the exchange rates have been in the neutral 
zone. 



27 That private shippers sometimes import gold without profit (if 
not at a loss) has often been alleged. The supposed grounds for such 
action are an interest in the effect of the import on the stock market, 
or a desire of the importing firm to advertise itself. 
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§ 139. Central bank cooperation: The Question of "Steriliza- 
tion" of Gold. — Some years after the close of the World 
War, a rapid and widespread movement developed among the 
nations of the world to set up the gold standard in one or 
another of its forms. 28 As a consequence, a large number of 
central banks came to need substantial increases in their me- 
tallic reserves, and there ensued what was at the time called 
the "scramble" for gold. Meanwhile the extensive apprecia- 
tion of the commodity purchasing power of this metal through- 
out the world became a matter of serious concern. The 
competition of central banks seemed to be resulting in a dis- 
tribution of it inimical to its efficiency as a money base. A 
common belief was that this was hampering adequate credit 
and currency expansion and leading on to a greater fall of 
prices than would have been necessary if only there had been 
a proper international cooperation. The years 1923 to 1928 
constituted the main period of the reestablishment of gold 
standards. By the time of August, 1931, in addition to the 
scarcity there developed a great maldistribution of the metal. 
In this month the United States held 41.0% and France 20.3% 
of the gold reserves of the entire world. This is according to 
figures gathered and published by the Federal Reserve Bulle- 
tin. In the same month England held 5.7%, Germany 2.9%, 
Argentina 2.8%, and Japan 3.6% ! 29 In the very next month 

28 The Federal Reserve Bulletin for August, 1928 (p. 562), gives a 
chronology of measures taken by some thirty countries to reestablish 
a fixed relation between gold and their currencies. A period of de 
facto stabilization often preceded the official or governmental act. 
Among dates of interest are: Jan. 3, 1923, National Bank of Austria 
opened under legal obligation to prevent the depreciation of its notes 
in gold; Oct. 11, 1924, new bank law became effective in Germany; 
April 28, 1925, London free gold market resumed, and May 13, the 
new law put into effect setting up the gold-bar standard ; April 28, 1925, 
restrictions on gold exports removed in the Netherlands and obligation 
to redeem notes once more assumed by the Bank of the Netherlands; 
July 1, 1926, control over gold exports removed and gold payments on 
notes resumed in Canada; Aug. 27, 1927, Argentine "conversion office" 
reopened and obligation to redeem paper pesos in gold reimposed (at 
former ratio of 4.4<t gold to 1 peso paper) ; June 25, 1928, new monetary 
law (with devalorized franc) became operative in France. 

29 Federal Reserve Bulletin, Nov. 1931, p. 629. Figures beneath do 
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the Bank of England suspended gold payments on its notes 
(being required to do so by act of Parliament of September 
22nd). 

The writer is not among those who attribute the world's 
currency troubles in any appreciable degree to lack of central 
bank cooperation. In fact, the leading central banks have 
worked together upon a grand scale and with remarkable 
friendliness in the setting up and the maintenance of the gold 
standard. To these ends there has been great liberality in the 
granting of inter-bank credits. In September, 1931, at the 
time of its suspension of gold payments, the Bank of England 
was the beneficiary of a credit of approximately $125,000,000 
extended by the Federal Reserve banks and in addition of a 
credit of like value extended by the Bank of France. 

A credit may be drawn upon in part, or not at all, and 
differs from an outright loan in that an interest cost is in- 
curred only on the portion actually used. In some cases the 
inter-bank credits were not touched, though they served as a 
valuable form of insurance against exchange depreciation. In 
the report of the Bank of Italy for 1927, the following passage 
occurs: 

In order to insure beyond any doubt the success of the stabiliza- 
tion, it was considered desirable, as had been done in other countries 
when reestablishing the currency on a gold basis, to obtain a foreign 
credit for a substantial amount, as an evidence that any additional 
emergency could be faced. The negotiations which were conducted 
in London in the spirit of cordial cooperation between the Gov- 
ernor of the Bank of England, the Governor of the Federal Reserve 
Bank of New York, and the Governor of the Bank of Italy, resulted 
in an agreement similar to those which had been concluded on pre- 
vious occasions by other central banks, including the Bank of Eng- 

not comprise the entire national stocks but only gold held in reserves. 
Each figure is for the latest reported date in August. 

Gold Reserves of Central Banks and Governments 

World total $11,288,000,000 Germany $325,000,000 

United States 4,632,000,000 Argentina 311,000,000 

France 2,296,000,000 Italy 283,000,000 

England 649,000,000 Russia 280,000,000 

Spain 439,000,000 Netherlands 260,000,000 

Japan 406,000,000 (and many others) 
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land itself. Our arrangement was for a twelve months' credit with 
an option of renewal for a further twelve months by mutual consent, 
for an aggregate amount equivalent to $125,000,000. A portion of 
this credit, for the equivalent of $75,000,000, was a central banks' 
credit arranged under the auspices and with the concurrence of the 
Bank of England and the Federal Reserve Bank of New York, in 
which also the central banks of the following countries participated: 
Austria, Belgium, Czechoslovakia, Denmark, Egypt, Finland, France, 
Germany, Holland, Hungary, Japan, Poland, Sweden, and Switzer- 
land. The balance, for the equivalent of $50,000,000, was in the 
form of a credit opened by Messrs. J. P. Morgan & Co., of New 
York, in conjunction with the London firms of Messrs. Morgan, 
Grenfell & Co., Baring Bros. & Co. (Ltd.), Hambros Bank (Ltd.), 
and Messrs. N. M. Rothschild & Sons. So far, everything has pro- 
ceeded . . . most satisfactorily, and there is no likelihood that the 
credits may have to be utilized. 30 

This is merely one of many examples of cooperation among 
central banks in the period of gold resumption. 

At one time in 1931 the United States and France together 
held 60% of the world's gold reserves. The true explanation 
of this phenomenon was the condition of the international 
balances of payments, or the underlying financial and com- 
mercial causes which have operated through these balances, 
rather than any special efforts of the central banks of the two 
countries to attract gold. If there is national fault involved, 
it has to do with policies affecting the balance of payment 
itself (such as the American war debt and tariff policies) . No 
direct and mere cooperation of central banks themselves with 
respect to gold shipments and gold credits could have been 
adequate to meet the difficulties of the times. 

The maintenance of the gold standard by the principal 
nations is desirable, first, to provide for the stabilization of 
their mutual exchange rates, and, second, to preserve a tolerably 
stable commodity value for their currencies. In connection 
with the second desideratum, the cooperation of governments 
themselves (as contrasted with central banks), in measures 
affecting the volume of the currency and credit which can in 
each country be raised on a given gold base, has been made a 

30 From an abridged translation of the report, presented in the Fed- 
eral Reserve Bulletin for July, 1928, p. 494. 



406 FOREIGN EXCHANGE 

matter of concern by a number of important public bodies. 
Among these are the Gold Delegation of the Financial Com- 
mittee of the League of Nations, 31 and the Committee on 
Finance and Industry of the British Treasury (known as the 
Macmillan Committee) . 82 

In recent years the higher officers of the leading central 
banks have often come into touch with one another. The 
Bank for International Settlements has afforded great oppor- 
tunities for contact. It is known that there have been a num- 
ber of unofficial conferences between officers of the greater 
banks, unofficial in the sense that they did not represent gov- 
ernments. One of these took place in New York City from 
July 1st to 8th in 1927, between the Governor of the Bank of 
England, the President of the German Reichsbank, the Deputy 
Governor of the Bank of France, and the Governor of the 
Federal Reserve Bank of New York. This conference sought 
in every way to avoid publicity, and there was no acknowl- 
edgment of any agreements reached, though the American 
representative did state to the press that the question of gold 
movements was considered in the conversations. Of this con- 
ference, which spent its last day in Washington, Mr. Paul 
Einzig, a London newspaper man, writes in his book on gold 
movements: 

An agreement was reached as to the principle of noninterference 
of central banks with each other's gold reserves. According to this 
principle, no central bank is to withdraw any gold from another 
central bank without the latter's consent. The same rule also applies 
to the gold available in the open market in London, which is rationed 
out among the claimants in agreement with the Bank of England. 33 

Mr. Einzig cites no authority for this statement, but this fact 
does not enable the present writer to say that there was no 
gentleman's agreement. If one was entered into, it surely 
could have little force of law. Another statement of interest 

81 Cf. Interim Report of the Gold Delegation, and Selected Docu- 
ments, and Legislation on Gold, Geneva, 1930. 

82 Cf. Report of this committee, London, 1931, Chaps. VII to XI, 
and Part II. 

88 Paul Einzig, International Gold Movements, London, 1929, p. 26. 
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by Mr. Einzig is that in 1927, in connection with the stabiliza- 
tion of the franc, the Bank of France made purchases of gold 
on the London market "in defiance of the protests of the Bank 
of England." 3i 

The truth is that nothing authoritative can be stated at 
present as to central bank understandings respecting the im- 
portation and exportation of gold. We may distinguish be- 
tween (1) a central bank's own imports of the metal and (2) 
any private imports which supposedly have been induced by 
the bank's discount or other gold policy. Informal under- 
standings regarding the first which do not extend to the second, 
will, if they exist, have only a very limited practical force. (It 
would be a curious state of affairs if the gold standard as an 
international institution were to become dependent for its 
workableness and security upon gentlemen's agreements in 
restriction of free trade in gold, which by their nature cannot 
have legal force under gold-standard statutes.) 35 

The Accusation of "Sterilization." — A number of publicists, 
including certain notable men of Europe, have in recent times 
charged that the policies of the Federal Reserve banks have 
resulted in an "impounding" or "sterilization" of gold in 
America, and a consequent unnecessary subjection of other 
countries to starvation rations of the metal. France has also 
been accused. The notion is that the stores of gold in our 

34 Ibid., p. 26. No source of the information is indicated. 

In an article, "The Difficulties of the Gold Market," in the London 
Economist for January 14, 1928, Dr. Feliks Mlynarski, vice-chairman 
of the Bank of Poland, writes: "All of us remember the difficulties 
which arose in the spring of 1927 when the Bank of France made 
large purchases of gold in London and New York. The critical re- 
marks, which appeared then in the papers, were repeated several months 
later when, in November, similar purchases were made by the Bank 
of Poland." After explaining that the latter bank purchased the mini- 
mum of gold made necessary by its new statutes, and purchased this 
gradually and carefully on the open market in London, Dr. Mlynarski 
continues: "If . . . each £1 million of gold purchased in London, even 
without depleting the reserves of the Bank of England, gives rise to a 
loud and severe criticism, that criticism will not help towards making 
the situation easier." 

35 At the moment of writing gold standards and gold stabilization sys- 
tems are being abandoned on every side (probably to be reinstated 
within a few years). 



408 FOREIGN EXCHANGE 

country have not been allowed to fructify in a normal ex- 
pansion of currency and credit, and that the lack of this ex- 
pansion accounts for the failure of the metal to be reexported 
on balance freely enough to give the other countries shares 
more nearly in proportion to their needs. We will not here 
undertake to discuss the pro's and con's of this interesting 
question. 36 In connection, however, with the idea that our 
national reserves have been excessive, it may be noted that 
immediately after the suspension in England (September 23, 
1931), the stock of gold in the United States was drawn down 
by net exports and earmarkings to the extent of $700,000,000 
in six weeks. 37 

§ 140. The gold points again. — It is of course wholly legal 
to ship gold at any position of the exchange rates, and we 
have seen that a central bank might move the metal even 
when these rates are in the zone between the private gold 
points. This possibility subtracts little or nothing, however, 
from the economic significance of these points. In the first 
place, the great bulk of shipments, especially in normal times, 
will not take place until the gold points are actually reached. 
In the second place (and this is more important) , these points 
still serve without fail as the limits of the fluctuation of the 
exchange rates between any gold-standard countries which 
fully maintain the standard. The stability thus imposed on 
the gold exchanges is not in the least impaired by the fact that 
some gold shipments are made without profit or even at a loss 
while the rates are within the limits of their fluctuation. 

Certain observations by way of summing up are now worth 
while. 

1. It must be conceded that private shippers 38 do not always 
act in the way postulated by the general theory of the gold 
points. They sometimes ship without the inducements of a 

36 The present writer holds to the opinion that the Federal Reserve 
authorities could not have changed in any considerable degree the 
course of events from 1925 to the time of the English suspension. 

37 Concerning the maldistribution of the world's monetary gold in 
present times, the reader might be interested to examine America 
Weighs Her Gold, by James Harvey Rogers, 1931. 

38 I.e., others than central banks or departments of government. 
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profit or of a savings in the payment of a debt. But ship- 
ments put through in this way are of no great volume and are 
of little economic consequence. They are made only when the 
rate of exchange has almost reached the normal gold point, 
for their motivation (supposed effect on speculation or perhaps 
advertisement of the firm) is too feeble to cause the taking of 
any real losses. Such shipments are presumably always im- 
ports, that is, imports from the point of view of the one who 
engineers them. They are, so to say, a type of shipment made 
a trifle prematurely. 

Now, on the other hand, private shippers sometimes let the 
rate of exchange drift a bit beyond the normal gold point. 
Thus, bankers who are in position to export at a slight profit 
may on occasion refrain because the action would be incon- 
venient to the home money market or the home central bank. 
This restraint may be due to the mere influence and pressure 
of opinion brought to bear by the authorities of the central 
bank. No great harm results, for foreign institutions cannot 
be prevented from coming in and engineering the movement 
of gold as an import to themselves for profit. If, however, a 
central bank goes so far as actually to block the outpayment 
and export of gold, there is a suspension of the gold standard, 
even if a temporary and minor one. An instance is known 
where outside banks voluntarily refrained from moving gold 
out of a country although a profit was in sight. The following 
is from one of the excellent monthly letters of the National 
City Bank of New York. "Although the exchange rate on 
New York [in London] remained for about a week below the 
gold point at which shipments could be made at a profit, no 
shipment was made, New York bankers declining the oppor- 
tunity on the ground that it was undesirable that gold should 
be taken from London under existing circumstances." 39 

2. When a large and striking inflow of gold takes place into 
some country, the public sometimes assumes without evidence 
that the central bank in the importing country is a party to 

39 Letter for August, 1931, p. 116. At the time the Bank of England 
was the beneficiary of a short-term credit from the Federal Reserve 
Bank of New York to aid it to support its position. 
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the proceedings. Newspaper discussions at times are at fault 
in conveying a mistaken idea of this sort. In the summer of 
1931 a great drain of gold took place from England into 
France. The bank of France became the repository of the 
metal, but had not itself done anything to make it come into 
the country. 

3. Many public discussions of gold flows make no reference 
to the gold points or to the position of the exchange rates, 
thus perhaps unwittingly suggesting that the position of the 
exchanges has no bearing on the matter. To illustrate what 
may occur, suppose the financial people of country A have 
large amounts of liquid funds employed in country B. Condi- 
tions in B become bad, and a mass movement develops among 
the people of A to bring back or "repatriate" their money 
capital from B. Very likely heavy gold exports from B to A 
will immediately be induced. The individual importer of 
funds from B into A is not personally concerned to bring in 
gold. He is satisfied to buy exchange on A in B (or to sell 
exchange on B in A) . But the one-sided mass movement here 
drives the mutual exchange rates to the point of gold export 
from B. It is correct for any commentator to speak of this 
capital migration (this "flight" of capital) as the cause of the 
gold movement. It is also excusable to omit reference to the 
intermediate or proximate cause, namely, the movement of the 
exchange rates to the gold point. The student, however, should 
not be misled by this omission. 

4. Finally we repeat something stated in this book before. 
Gold shipments are not characteristically made by debtors as 
a method of discharging their accounts abroad more cheaply 
than by the purchase and remission of exchange. The notion 
that this explains the usual motivation of shippers is an error 
somewhat common in the textbooks. The typical exporter or 
importer of gold is not a debtor but an operator who makes his 
shipments in rather large volume for a profit reaped in a con- 
comitant and countervailing transaction in bills or telegraphic 
transfers. At the gold export point in the rate for sterling in 
New York, assuming normal times, the market is presented 
with new and excess supplies of that form of exchange drawn 



CENTRAL BANKS 411 

and sold against gold exports. As long as the United States 
upholds the gold standard there is no limit to the amount of 
such supplies. The sterling exchange rate is still under the 
influence of supply and demand, but there is an excess supply 
available at the gold export point and this is the sole reason 
the rate cannot get above that point. At the gold import 
point there is a practically unlimited demand for sterling ex- 
change so long as England maintains the gold standard, and it 
is merely this demand which explains why the rate cannot 
normally fall below this point. 



CHAPTER XXII 
MATTERS GENERAL AND THEORETICAL 

§ 141. Concerning the World War and the exchanges. — 

In the field of currency and of the exchanges, the products 
of the World War were not only contemporary disturbances 
of the greatest violence, but also disorders of a fundamental 
character outlasting the war. While a competent economic 
history of these phenomena would necessarily be highly in- 
structive, it must be said the main generalizations that could 
come out of it have been fully established in political economy 
for many years. Methods of inflation, and of interference 
with the traffic in exchange and in gold, took different concrete 
forms in the different countries. Any writer who treats of the 
war period of the world's exchanges, factually and in faithful 
detail, giving due attention to concrete variations in pro- 
cedure, will have upon his hands such a mass of materials as 
to put his own and his reader's endurance to the test. 1 Be 
these things as they may, the book here before the reader does 
not undertake this task. Any real examination into the war- 
time disorders of the exchanges lies outside its chosen field. 
Huge governmental expenditures forced the European bel- 
ligerents from the very outset to the expansion of currency 
and bank credit upon a scale so vast as to make the abandon- 
ment of the gold standard simply inevitable. In anticipation, 
the suspension of gold payments and the suppression of public 
dealing in gold took place within a few hours or days after 
the declarations of war. In the sequel, a time came when not 
a country in the world, belligerent or neutral, remained in 
point of plain fact upon the full gold standard. Even the 
United States abandoned the standard for the purposes of (or 

1 Gustave Cassel's Money and Foreign Exchange After 1914 is not 
such a work. This statement is not a criticism either of its objects 
or its accomplishments. 

412 
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in the field of) foreign trade by suspending the right of free 
export of gold. An unmistakable sign of this was the exces- 
sive discount upon dollar exchange which prevailed in Spain 
during a certain period. In the course of time there was no- 
where in the entire world a normal foreign exchange rate. 
Before the value of the German mark sunk out of sight, New 
York exchange was quoted in Germany at a price as high as 
4,200,000,000,000 marks to the dollar. 2 

In the financing of war, increase of taxation and the bor- 
rowing of money funds direct from the people will, of course, 
be tried. But even where these measures are carried to their 
uttermost political limits, if it is a great war, tampering with 
the monetary system will make its appearance and usually 
begins at the very beginning. To help pay its huge daily 
expenses the state may issue its own circulating demand prom- 
ises to pay metallic money, bestowing upon them the legal 
tender power. Soon in usual course these are outstanding in 
such quantities that suspension of payment upon them be- 
comes unavoidable. These notes may even start their history 
virtually under such a suspension. Again, the state may 
cause the central bank to make it loans in such volume that 
the bank has to pay over or otherwise issue its own circulating 
notes in excessive quantities so that in the end it cannot avoid 
suspension of specie payments. Thus the inconvertible and 
depreciating paper moneys of war are born. There may be 
some deviousness in the ways and means employed, but the 
essence of the story is what we have stated. 

In the first half of the year 1914, the German Reichsbank 
had a circulation of an average volume of something like 
2,500,000,000 marks. The statement of this bank of June 30, 
1924, the last before its postwar reorganization, showed notes 
outstanding in the sum of 1,097,308,572,181,648,408,000 
marks. 3 This is almost 440 billion times as great as the cir- 
culation in the first half of 1914. Thus a world's record was 
set for inflation. 

2 Willis and Beckhart, Foreign Banking Systems, p. 634. 

3 The balance sheet may be found, among other places, in the Federal 
Reserve Bulletin for August, 1924, p. 637. 
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One of the most interesting monetary phenomena of the war 
was the suspension of purchases of gold in the spring of 1916 
by the central bank of Sweden (i.e., the refusal of the bank to 
issue its notes for gold). Governmental permission had been 
sought for this action and was granted by act of February 8, 
1916. 4 This action, the first of its kind in history, and the 
very opposite of the usual suspension of gold payments, had 
the effect of creating for the moment a bank note currency 
free from gold and able to rise above equality with gold in 
purchasing power over commodities and over foreign exchange. 
In the sequel the note lost its premium and the bank was even 
compelled (for a second time in the war period) to ask for the 
right to suspend gold payments and permit its circulation to 
go to a discount. This request was granted March 17, 1920. 

§142. Variable gold points and the paper exchanges.— 
Except for the historically singular — though theoretically in- 
telligible — experience of Sweden (in 1916), the breaking down 
of the interconvertibility between paper and gold in any 
country has always meant the depreciation of the paper with 
reference to the gold, and thus a high and also variable price 
for gold metal in exchange for the paper currency. Character- 
istically, an inconvertible-paper country will not possess an 
active public market for gold metal, that is, a market of con- 
sequence outside the central bank. But if two paper countries, 
dealing in exchange on one another, do both have such a 
market, it is clear there will be gold points between them, but 
variable points. In the general theoretical case, the prices of 
gold in the two countries will vary quite independently, and 
there will be no semblance of a fixed par of exchange and no 
definite zone within which the movements of the mutual rates 
of exchange will be confined. The very changeability of the 
prices of gold and of the gold points will necessarily make 
these points less definitively the limits of rate fluctuation even 
for the time when they do hold good. For, the fact that the 

4 Cf. Cassel, Money and Foreign Exchange after 1914, P- 83. After 
negotiations with Norway and Denmark, a supplementary measure was 
put into effect April 28, 1916, suspending the private right of free coin- 
age of gold at the mint. 
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price of gold may change greatly in the country of import 
while the metal is in transit, introduces a comparatively large 
speculative factor into specie shipments. It is a question, 
therefore, whether we ought to speak of gold points between 
inconvertible-paper countries. The points at which gold ship- 
ments between such countries will pay, become too much like 
mere commodity points (wheat, tin, or zinc points), and lose 
the distinguishing feature of the true gold points which serve 
as virtually fixed limits of rate fluctuation. The existence of 
these changeable gold points (if we do permit the term) says 
nothing as to the variability of the two currencies (1) with 
reference to gold, or (2) with reference to each other. 5 

§ 143. The gold-silver exchanges. — The only country of 
consequence under the silver standard to-day is China. We 
refrain from describing in detail the badly organized and con- 
glomerate currency of that country, but we will need, neverthe- 
less, to resort to Chinese illustrations to bring out the meaning 
of the few generalizations we have to offer on the subject of 
the gold-silver exchanges. In former times the London- 
Shanghai exchange would have been our principal example, but 
now it must be the New York-Shanghai exchange, London 
being off the gold basis at this time. 

The chief money unit of China is the uncoined Shanghai 
tael. There are coined units provided for by law, for example 
the Yuan dollar, and there are a great number of other taels 
of various weights. But Shanghai handles more than half the 
foreign commerce of China and uses chiefly uncoined silver 
bullion (the so-called sycee silver) rated in Shanghai taels, as 
its medium of exchange in large commerce. Drafts and tele- 
graphic transfers, drawn in foreign parts on Shanghai, are 
drawn for taels and are quoted in the drawing country at so 
and so much per tael. The Shanghai tael may be taken to be 
518.512 grains troy or 1.080233 ounces troy of fine silver. 6 

5 It is understood of course that we have not been discussing the case 
of two countries which successfully stabilize their currencies with refer- 
ence to gold. 

6 Compare article, John P. Young, "The Shanghai Tael," American 
Economic Review, Dec. 1931, p. 682. 

In his article in the China Year Book for 1931, p. 396, Mr. E. Kann 
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There is in New York an active market in which silver 
metal is sold both for immediate and for future delivery. 
Prices are quoted by the fine ounce troy. From any current 
quotation we can compute the worth, at the moment, of one 
Shanghai tael weight of silver in New York. With the quota- 
tion at 3O%0 per fine ounce, a Shanghai tael of the metal (not 
a tael of exchange on Shanghai) is worth 32.5420 {i.e., 30% 
X 1.080233). The following figures were reported by the press 
as holding in the New York markets, December 30, 1931 : 

1. Rate for telegraphic transfers on Shanghai per 

tael 33.50 cents 

2. Sight drafts on Shanghai 33.44 cents 

3. "Official price" of bar silver per fine ounce 30.125 cents 

At quotation number 3, the value of 1.080233 fine 

ounces or one Shanghai tael weight is 32.542 cents 

We call the price of a tael weight of silver in New York the 
bullion par between the Shanghai tael (money unit) and the 
American gold dollar. This is a gold-silver par. It is, of 
course, a changeable quantity. The relative values of gold 
and silver have moved through a wide range in history, more 
particularly during the last sixty years. The exchange rate 
between two gold-standard countries is, as we have learned, 
chained very closely to their gold par. There is a similar 
attachment of the exchange rate between a gold and a silver 
country to their current gold-silver par, but this attachment 
is by no means so close a one. The secret of this is the mere 
movability itself of a gold-silver par. Such a par is at any 
moment a definite figure, but the fact that it may move and 
usually keeps moving, often quite erratically, operates for cer- 
tain technical reasons to loosen the connection between rate 
and par that arbitrage tends to impose. 

The conditions under which (1) the New York price of a 
tael weight of silver, and (2) the New York price of a tael of 
cable exchange on Shanghai would have to be the same and 
would have to move exactly together, would be the quite 

expresses the opinion that in the near future the sycee tael will be 
totally superseded by national coined money. 
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unreal conditions of instantaneous and costless interconverti- 
bility of these things. 

But a person having exchange, e.g., a telegraphic transfer 
on Shanghai, cannot convert it into silver in New York with- 
out (a) the lapse of at least three weeks, and (6) the incurring 
of a certain money expense for moving the metal from Shang- 
hai to New York. 

And a person having silver in New York can arrange to 
convert it into Shanghai exchange only by making a shipment 
of the metal to Shanghai. Against such a shipment he is in a 
position to offer sight drafts (not cable transfers) immediately 
or almost immediately, and a tael weight of silver will produce 
a tael of sight exchange except for the cost of shipment of 
about % of 1%. Therefore theoretically the price of a tael 
weight (or 1.08 fine ounces troy) of silver in New York ought 
not to fall below what can be procured in that city per tael 
for sight exchange on Shanghai offered in large lots, that is, 
not by a greater margin than cost of shipment per tael weight. 

The table of quotations given not far back suggest that on 
December 30, 1931, silver was below this theoretical limit, but 
two corrections or allowances must be made in interpreting 
these figures. In the first place, the prevailing prices of silver 
during the day are usually in fact somewhat above the so- 
called official price reported to the public. In the second place 
the quotation for sight drafts reproduced from the newspaper 
is really a nominal one or one charged by some bank for small 
sight drafts sold over the counter, and therefore higher than 
any rate obtainable for sight exchange to be sold in a large 
block. It hardly pays to move silver in lots of less than fifty 
to one hundred thousand ounces. 

It is clear that an exporter of silver from New York to 
Shanghai cannot (without special arrangements for loans or 
overdrafts in China) convert spot New York silver into tele- 
graphic transfers on Shanghai. 7 

7 The reader will perceive that the observations here made with 
reference to silver metal and silver exchange may be made really also 
with reference to the interconvertibility, in any gold-standard center, 
of gold metal and exchange on some foreign gold country. But the 
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To cut a technical story short, the price of a tael weight of 
silver in any gold-standard country serves as an approximate 
par of exchange between that country and China — a gold- 
silver par — but for technical reasons the rate is not tied so 
closely to this par as a gold against gold rate is to its par. 

As between the gold price of silver metal and the gold rates 
of exchange on China, it cannot be said that the one of these is 
wholly cause and the other wholly effect, that the one is domi- 
nant and the other dominated. They are, rather, interacting 
and mutually determining. 8 

§ 144. The present price of gold and the gold exchanges in 
London. — England to-day presents a case of special interest, 
namely, that of a country on an inconvertible paper basis, 
which, besides having a very active market for exchange on the 
gold-standard countries, has an open market for gold metal 
with daily quotations. During the autumn of 1931, the Lon- 
don price for bar gold ranged from £5 to £6.33 per fine ounce. 9 
Consider now the relation between London's price for gold 
and its rates for exchange on a gold-standard country, such as 
the United States. London quotes New York exchange accord- 
ing to what we have called the "indirect price" method. The 
rate stated is the number of dollars of New York funds traded 
for one pound of London cash. On October 10, 1931, cables 
on New York were at 3.87%. If gold could only be trans- 

unchangeableness of the price of the metal in both countries results in 
the tying of the exchange rate much closer to the par. 

8 In November, 1931, the gold value of silver was in one of its more 
variable moods. This was shown in the New York silver market. The 
following may be of interest: 
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9 As against a formerly normal maximum of approximately £4.24773 
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ported cost free and instantaneously, when this rate of ex- 
change (namely, 3.87%) is given, the price of gold in London 
ought to be £5.33467 (or some more conventional figure in 
shillings and pence near this). The actual price on October 
10, 1931, was £5.35 (107s. 0d.). However, £5.33467 is the 
price at parity with the cable rate of 3.87%- This may be 
shown as follows: 

One ounce of fine gold can be procured in New 
York at a cost of $20.67183 

At the rate of 3.87%, the number of pounds re- 
quired to purchase a cable transfer for this sum 
of dollars, is (20.67183 -*- 3.875) £5.33467 

If our theoretical supposition regarding gold shipments only 
held good, any one wishing to purchase an ounce of fine gold 
for London delivery could procure it immediately through New 
York at a cost of £5.33467 because the latter is sufficient ster- 
ling to buy enough dollars to buy that fine ounce. Therefore, 
buyers at wholesale would not pay a price above this, that is 
to say, so long as dollar exchange could be had in quantity at 
the rate of 3.87%. 

Also, sellers would not take less than £5.33467 for gold, 
because they could by export convert an ounce of fine metal 
into $20.67183 of New York funds and sell this amount of 
New York exchange at the rate of 3.87% for £5.33467. 

If, then, the conversion of London gold into New York funds 
by physical export, and the reverse conversion, were only cost- 
less and instantaneous, the price of gold in London and the 
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rate of cable exchange there on New York would necessarily 
stay at parity. No fresh supplies of gold coming to London, 
or demands for it being made there, however large, could drive 
this price out of parity with New York exchange. And no 
changes in the supply of or demand for New York exchange 
could drive it out of parity with the price of gold. But the 
maintenance of this parity would imply nothing with regard 
to the movement of British currency with respect to gold and 
New York exchange. That is, the inconvertible British pound 
is still free to move up or down against New York exchange 
and bar gold as a sort of common background. 

Since in reality the transportation of gold both involves 
expense and consumes time, the London price of bar gold and 
the London cable rate on New York can in fact break some- 
what from parity. Further, for certain technical reasons, the 
fact that London's spot price for bar gold is now much more 
variable and much less predictable than under the former gold- 
standard conditions increases the freedom of the two to depart 
from parity. 

There would seem to be no definite theoretical limit to the 
possible ascent of the price of spot gold above parity with the 
contemporaneous cable rate on New York. This is because 
nearly a week is needed to convert such cable exchange into 
gold ready for delivery in London. However, gold sold for 
delivery a week forward could theoretically rise above the 
parity only by an amount equal to the expense of import per 
ounce. It is hardly to be expected that the price of gold for 
immediate delivery will often go far above the cost of gold 
obtainable from New York within a week, but there seems to 
be no perfectly denned theoretical limit upon temporary rises 
in the spot price for gold metal under an insistent or emer- 
gency demand. 

As for the lower limit, a seller of gold in large quantities 
need not take less per ounce for it than its parity value in 
terms of the price obtainable for demand drafts on New York, 
that is, more accurately, this parity value minus cost of ship- 
ment per ounce. This holds because he can by export convert 
each ounce of fine gold into $20.67 + New York funds, and 
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can against an export offer demand bills immediately or almost 
immediately. 

Although our discussion is not technically complete, it 
should give an essentially correct understanding of the relation 
between the London price of gold and the London rate of 
exchange on New York, when England is on an inconvertible 
paper basis. A considerable but nevertheless limited variation 
of these two from parity is possible. 

In the preceding section we spoke of the gold price of silver 
and the gold-silver exchange rates as being mutually deter- 
mining. So here the London paper price for gold and the Lon- 
don exchange rates on gold countries interact one on the other 
and are mutually determining. But the smaller the supplies 
of new gold coming to the London market, the more does the 
London price of the metal become a mere derivative of the 
exchange rate on New York. 

§ 145. What regulates the paper exchanges: the "purchas- 
ing power parity" doctrine. — In this section we set down in 
the briefest form, without evidence or argument, what we 
conceive to be the sound economics of the inconvertible-paper 
exchanges. The type of doctrine here put forward meets with 
strong objection from some classes of monetary theorists but 
is probably consonant with the views of the great majority of 
professional economists. 

While gold shipments may take place in and out of coun- 
tries which have unstabilized and inconvertible paper cur- 
rencies, they do not function like those between gold-standard 
countries to confine exchange rates within a particular and 
narrow zone. The question arises, then, what factors or in- 
fluences are there, if any, to govern or constrain the rates of 
exchange between one fiat money country and another, or 
between it and a gold-standard country. 

It seems to the present writer the only possible economic 
theory of these rates is the one adopted by Gustav Cassel 
under the title of the "purchasing power parity" theory. 10 The 
substance of this doctrine is really less novel than the title 

10 Compare Cassel, Money and Foreign Exchange after 1914, espe- 
cially pp. 137-162. 
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Cassel has given it, and the title as such is open to some 
criticism. 

History shows that an inconvertible paper currency can be 
kept going in a country for an indefinite time as the medium 
of exchange and the medium in which the prices of goods and 
services are reckoned. It is true such a currency has always 
to be set up at the outset as an ostensibly convertible or repre- 
sentative money. 11 In the United States the greenbacks were 
an example. They lost their convertibility almost immediately 
and served as a fiat currency for a matter of a decade and a 
half. It was not an economic impossibility for them to be 
continued as an irredeemable medium of exchange and stand- 
ard of prices forever. It is really nonsense to argue that an 
irredeemable standard or basic money cannot be a permanent 
institution. The objection to this kind of currency is its char- 
acteristically bad behavior and not the alleged philosophical 
impossibility of it. People take such a money in trade because 
they rely upon its being passable in trade again. It is a going 
social institution. As the recent experience in Germany shows, 
it has to be abused outrageously before it will become in the 
end utterly dead and incapable of further use or circulation. 

Such a money being assumed, the sum and substance of the 
story of its value (exchange value or purchasing power) is the 
story of the quantity of it issued and kept outstanding. 12 
That is to say, among the factors influencing its value, the one 
that is under the direct supervision of (and more or less under 
the control of) the issuing authority is the quantity of such 
money, the number of dollars, pesos, crowns, bolivars, or what 
not, put out and kept outstanding. The height of water in a 
container depends not only on the quantity of water poured 
into it but upon the shape and capacity of the container as 
well. If, however, we think of the container as given, we may 
say the height of the water depends on the quantity poured in. 
Somewhat analogously, if (1) the volume of trade and (2) the 

11 The world might come some day in the more distant future to 
the adoption de novo of a fiat money to be subjected to a truly scien- 
tific management. 

12 And the sum and substance of the story of the value of gold 
money under modern conditions is clearly the same. 
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banking customs and customs of settlement and payment be 
taken as given (changeable and modifiable as they are through 
time), the greater the quantity of fiat money injected into 
use, the higher the level of the prices of things. That is, this 
level of prices will tend to be higher and will be in the long 
run. In the case of great and sudden events tending sharply 
to affect the value of a fiat money, commercial speculation on 
the shift of foreign exchange rates or of commodity prices may 
by anticipating expected changes and reversing their order in 
time, operate to conceal the true causal connections, 13 but we 
believe these are quite as described in the mild form of the 
"quantity" theory here presented. 

By many it is supposed that a so-called "confidence" in the 
government or the state plays an important role. Doubtless 
to launch a fiat money a government must be in possession of 
a certain degree of authority and thus in a sense be a repository 
of "confidence." But confidence in an impending or ultimate 
redemption of the fiat money is absolutely not essential either 
to its continued circulation or the maintenance of its exchange 
value or purchasing power. It is conceded that if a state is 
about to embark on a policy which will inevitably result in 
the further expansion and depreciation of its currency, the 
fear that it will do this may lead to speculative price move- 
ments anticipatory of the final result, and this fear may be 
called a lack of "confidence." But any attempt by way of 
general theory to make the purchasing power of a fiat money 
a function, in a manner of speaking, of confidence, is wholly 
futile. If five bolivars in country B will there purchase about 
as much goods as one dolivar can buy in country D, this has 
no definite relation to confidence. This is no sign there is five 
times as much confidence in country D as in B. Nor is it a 
sign that there is five times as much money in B as in D. 
Each country has expanded its currency (in its own con- 
tainer, so to speak) far enough to get this result. 

13 Occasionally there is a writer who argues that the rise of prices 
in war times is not caused by the inflation of the currency but is the 
cause of the latter phenomenon: that the increase in issues of fiat 
money are necessitated (caused) by the rise of prices. 
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We cannot in this text undertake a discussion of index 
numbers of prices. Comparisons, made by the aid of these 
numbers, of general price levels at different times are some- 
what rough (i.e., uncertain or unprecise) , and as between dif- 
ferent places or countries such comparisons are still more 
rough. But assume that one dolivar in country D has roughly 
five times the purchasing power of one bolivar in country B. 
The two currencies circulate and have purchasing power each 
only in its own country. In a nutshell, the "purchasing power 
parity" theory is a doctrine which declares that here the ex- 
change rate tends to reach the point of 1 dolivar = 5 bolivars. 
This ratio is conceived as a sort of par of exchange, a "pur- 
chasing power" par or parity. 

The suppositions or implications of this doctrine are: 

1. That the fiat money of any country is (except for tem- 
porary demands by foreign exchange speculators) desired or 
demanded by foreigners only for the sake of goods or services 
which it can command because of its internal purchasing 
power. 

2. That the purchasing power of this money within its own 
country is determined wholly by factors or forces within that 
country (chiefly, for example, the volume of the currency and 
the volume of trade). 

3. That in another country the supply of and demand for 
exchange on the given fiat-money country have a long-run 
equilibrium point at a rate equal to the ratio of the purchasing 
powers of the two currencies. 

Between the purchasing powers of two different national 
currency units no single definite ratio can either (a) be made 
statistically visible, or (b) be shown to be actually operative 
as an influence on commercial conduct. The significance of 
proposition 3 may therefore seem questionable. Let us 
examine this matter. The theoretical consideration of extreme 
cases is often helpful. Suppose, whatever the index numbers 
used and whatever the difficulties of measuring relative pur- 
chasing powers, that one dolivar has indubitably at least five 
times a bolivar's purchasing power over the generality of 
goods. Suppose, nevertheless, that the rate of exchange between. 
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dolivars and bolivars is very distant from this ratio, being at, 
say, 1 dolivar = 1 bolivar. In this state of affairs there 
would have to be, in a rational economic world, an entire lack 
of equilibrium or equality between exchange supply and de- 
mand in both countries. In country B (of the bolivar or unit 
of low purchasing power) there would be an enormous profit 
available in foreign trade through the purchase of dolivar 
exchange to buy goods for import. The exchange market would 
be all demand and no supply. The exchange rate of 1 dolivar 
for 1 bolivar is fantastic and cannot stand. (In country D 
the market for bolivar exchange would be the other way 
about, all supply and no demand.) Dolivars would neces- 
sarily rise towards 5 bolivars, and in the neighborhood of this 
rate the one-sidedness of supply and demand would finally be 
cured. No shipment of currencies between the countries is 
assumed. 14 

The doctrine comes practically to this: The relative internal 
purchasing powers over goods of two national fiat currency 
units cannot be definitely determined nor is it probable this 
ratio is even determinable in its nature, but too great a de- 
parture of the exchange rates from this ratio will nevertheless 
be corrected by economic forces. Thus the exchange rates 
tend roughly to settle at the purchasing power ratio between 
the currencies. 

The objection to the phrase "purchasing power parity" is 
that we have in a gold par or parity and an arbitrated par or 
parity a ratio which is determinate in nature and which can 
be written out to a number of decimal places. The purchasing 
power "parity" by contrast is a quantity very vague. The 
title of the purchasing power parity theory thus implies an 
exactitude that is wholly factitious. However, the present 
writer accepts whole-heartedly the theory, as it is here stated, 
and can see no competing explanation. 

§ 146. Export and import bounty effects of shifting ex- 
changes. — What may be called the export bounty effect of the 
depreciation of a national currency, is a phenomenon which 

i* Compare §. 124 which deals with the nonexportable character of 
fiat, moneys. 
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first attracted attention in political economy long ago. The 
depreciation of a currency may be measured (1) against gold, 
as shown by an internal premium on that metal, or (2) against 
home commodities, as shown by a rise in the internal price 
level, or (3) against a foreign currency, as shown by a rise in 
the cost of bills of exchange on a foreign country. The three 
types of depreciation may of course readily enough take place 
at the same time, but it is virtually out of the question for all 
three to be in like proportion in the real world. However, 
the first and third types will occur in virtually equal measure, 
provided (a) the foreign currency in the case is one on a gold 
basis, and (6) market dealings in gold and exchange are free. 
But the second type of depreciation will usually occur to a 
smaller extent than the others. That is, the changes in the 
internal price level of goods will not agree quantitatively with 
the shifts of foreign exchange rates. 

Be these things as they may, it is the third form of depre- 
ciation, or the depreciation with reference to a foreign currency 
or foreign currencies generally, which produces the export 
bounty effect. This effect will be prominent only if the depre- 
ciation is quite heavy. 

It is not the permanent possession of a national money unit 
of relatively low value that acts to stimulate exports. The 
French have no permanent advantages in export trade over the 
British by reason of the mere fact that the present French 
franc has a value of only about % 2 5 0I the normal pound 
sterling. The mere size of the national money unit is quite 
irrelevant to a country's competitive strength in export trade. 
It is the depreciation, as a process of going down, or the move- 
ment, that has a tendency to stimulate exports, even though 
the tendency may persist for a very considerable time after 
the movement has ceased. 

In the autumn of 1931 (December 1), the British pound 
was at a discount of a little over 30% as measured in lead- 
ing foreign gold currencies, though it was practically at 
par only ten weeks earlier when the Bank of England was 
about to suspend specie payments. In explaining the reasons 
for the export bounty effect, we shall find an illustration in- 



MATTERS GENERAL AND THEORETICAL 427 

volving the British currency convenient, though this does not 
mean a statistical and factual treatment of England's present 
case, for data are meager as yet. There are, however, indi- 
cations of an improvement in British exports relatively to 
those of other large manufacturing countries. 

There can be little doubt that gold payments were suspended 
in England with great reluctance. Nevertheless, the authori- 
ties expected certain benefits to follow from the decline in the 
value of the pound. On the one side, the fall of its internal 
purchasing power, i.e., the rise of prices, must for the time 
being prove helpful to the public finances by lessening the real 
burden of the public debt. 16 It must also tend to stimulate 
industry by increasing the money profits of entrepreneurs. On 
the other side, the fall of the pound in terms of foreign cur- 
rencies must produce or at least tend to produce the export 
bounty effect with which we are now concerned. 16 

In the ten weeks between September 22nd and December 
1st, 1931, the general level of wholesale prices went up in 
England by about 5% and down in the United States by about 
5%, and the pound sterling fell a bit over 30% in power to 
purchase American dollars. To illustrate the nature of the 
export bounty effect, take now the position of an intending 
English exporter to the United States. On September 22nd, 
certain goods costing £100 in England might perhaps fetch 
$450 in the United States, net (costs and duty paid). No 
export then of these particular goods is possible, because $450 
(at 4.85 to the pound) will yield a sterling return of only 
£92.78 (i.e., 450 -=- 4.85 = 92.78) , as against the £100 which 
the goods cost in England. In carrying on this, our made-up 
illustration, let us allow for the changes of prices in both coun- 

1B Higher money values and higher money incomes mean a larger 
tax base, measured in money units, while the money units of debt are 
not increased. 

16 Certain "effects" which have been discovered and named in phys- 
ical science, are held (except by some perverse philosophers) predeter- 
mined and inevitable, once the conditions of their appearance are 
present. We can hardly say the export bounty effect is inevitable when 
depreciation of the national currency takes place, for too many condi- 
tions and influences work upon exports. The effect strongly tends to 
appear when there is a great shift in the exchanges. 
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tries. Assume, therefore, that on December 1st the goods in 
question have risen to £105 in England and have fallen in the 
United States to $427.50 net (95% of 450 = 427.50). But on 
this date it takes only $3.37% to buy 1 pound sterling, and 
thus $427.50 will convert into £126% (427.40 -=- 3.375 = 
126%). Thus the export become highly profitable. This 
illustrates how the great shift in the exchange rates (sterling 
depreciating in terms of dollars) operates to stimulate exports 
from England. Although not a literal "bounty," the depre- 
ciation of the home money acts in and of itself to create money 
profits on exports and thus is likened to a bounty. At the 
bottom of the phenomenon is the fact that the internal depre- 
ciation of the pound for the time being does not proceed as 
far as its external depreciation. 

Conversely, this same movement of the exchanges tends 
powerfully to hamper and reduce imports into England from 
the United States. 

Continuing with the illustration, if we go beneath the level 
of merchandising to look at the relation of costs of production 
in England to net sterling returns from exports, we find the 
same bounty effect. Certain elements in cost of production 
are either fixed in amount in sterling or else slow to move 
upward. Charges for the service of bonded indebtedness (in- 
terest and amortization), leasehold and rental charges, etc., 
will for the time being remain unchanged. Money wages tend 
to move upward with the depreciation of the pound but char- 
acteristically they will be sluggish in their movement. Thus 
manufacturers clearly gain an important advantage in their 
export trade destined to hold up for a considerable time. 

The reader will note that despite its stimulus to exports, the 
shift of the exchanges will not enable England to sell more than 
she buys, except for her import of gold on her paying off of 
debts abroad or making of advances and investments abroad. 
The English business world will nevertheless like and enjoy 
the export bounty effect, for it will like to import gold and to 
reduce debts or make investments abroad. 

The reader will also note that if the depreciation- of a 
national currency with reference to one or more foreign cur- 
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rencies operates like an export bounty for the country of the 
depreciating money, it is just as true that an appreciating 
currency must operate like an import bounty. 

At the present time there is in the United States a lively but 
probably futile agitation in favor of doing something to raise 
the price of silver and to stabilize it. The price of silver will 
likely rise but probably not because of anything done about it 
by governments. One of the stock arguments of the silver men 
is that if silver goes up, China will necessarily buy more goods 
from us. This is to say, the appreciation of the Chinese 
money in terms of ours will act as an import bounty on goods 
going from us into China. The import and export bounty 
effect or tendency would doubtless be present, but China 
would not be led thereby into a permanent regime of buying 
more goods than she can sell. Her monetary silver, if exported 
abroad to pay for excess purchases of goods on any consider- 
able scale, would last for a comparatively short time. The 
mere elevation of the gold price of silver could not open up 
any permanent export bonanza in the Far East for American 
merchants. There could be at best only a sort of temporary 
surge in the excess of exports to that region. Theory would 
say that after the first effects from the rise in the price of 
silver had been experienced the silver prices of goods in China 
would have to fall — by reason of exports of silver and reduc- 
tion of the local money supply — to such a point as to neu- 
tralize the export bounty tendency. 17 

17 The general advantage to commerce between the gold countries 
and China to follow from a stabilization of the gold price of silver is 
another even if a related subject. This advantage would be two-sided, 
and would not give one side a chance to outsell the other. 



CHAPTER XXIII 

MATTERS GENERAL AND THEORETICAL, CONTINUED 

§ 147. Supply and demand and the rate. — Those portions 
of the economic theory of value which involve utility to con- 
sumers and cost of production to entrepreneurs, have no appli- 
cation to rates of exchange since the latter are ratios merely 
between different kinds of currencies. It would appear, then, 
that the only generalized economic explanation of rates of 
exchange must be a supply and demand theory. One form in 
which the principle of supply and demand is sometimes stated 
is that, other things remaining the same, the greater the supply 
of a thing offered upon the market, the lower its price (and vice 
versa), and the greater the demand for a thing the higher its 
price (and vice versa). But the relations existing between 
supply and demand and price can be stated in a more definite 
formula, giving us what is known as the principle of the 
"equilibrium of supply and demand." This principle is that 
the market price of an article seeks the point which will make 
the volume of the article supplied and the volume demanded 
come to an equality. To illustrate, suppose the rate for 
bankers' sight drafts in the New York market remained about 
4.85 during a day, and that in the day £1,000,000 of these 
drafts were offered for sale and accepted by purchasers. If the 
price had been 4.86 instead of 4.85, without there being any 
other changes in the underlying conditions of exchange supply 
and demand than those caused by this price change, we know 
perfectly well the volume offered on the market would have 
exceeded the volume demanded. Thus, with a rate of 4.86 
perhaps £1,500,000 of drafts might be seeking sale while there 
might be bids for only £750,000. For, other things remaining 
the same (i.e., no other original cause of change entering in), 
a rise in price calls out a greater volume of supply (and vice 
versa), and a rise of price decreases the volume demanded (and 

430 
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vice versa). If market price chances to get to a figure so high 
that it makes the volume of bills seeking sale exceed the 
volume which is demanded at that figure, the price tends to 
fall. On the other hand, if the price happens to be at a point 
so low that it makes the requests for bills exceed the offers, 
the price tends to rise. But if the price is at the figure which 
just equalizes the volume supplied and demanded, it has no 
tendency to move one way or the other until a change in under- 
lying conditions takes place. Thus we consider the price which 
equalizes bids and offers to be in a state of "equilibrium" for 
the time being. We also speak of it as just "clearing" the 
market. 

When we say that "supply and demand regulates" price, we 
mean that price is governed by the underlying conditions of 
supply and demand, and in the following manner: Price move- 
ments react upon the volume of bids and offers, and price 
necessarily seeks the point that will make these two equal, or 
the point which will clear the market, but what this point is 
depends wholly on the underlying conditions of supply and 
demand. 

While this doctrine is accepted in a way as a scientific ex- 
planation of the behavior of prices, it does not follow that 
knowledge of it is what is needed for shrewd dealings in com- 
modities or in foreign exchange. What the dealer needs to 
know is the time of impact of new conditions or forces upon 
the market, and the direction, strength, and duration of such 
forces. It is abundantly clear that he need not have in his 
mind any formulation of the theory of the equilibrium of 
supply and demand! 

§ 148. The sources of exchange supply and demand. — The 
total supply of and inquiry for exchange comes from numerous 
and varied sources, a conspectus of which is shown in the 
tables on pages 432-434 inclusive. 

The ordinary transactions that give rise to exchange supply 
and demand fall readily into two main groups, that is, (1) 
commercial and (2) banking transactions. In naming the 
first, we use the word "commercial" in its broader sense cover- 
ing trade, traffic, and travel in general, and not merely the 
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export and import of merchandise. The distinction between 
the commercial and banking sources gains force from the fact 
that the operations of commerce are in a very true sense the 
fundamental governing influences in the exchange market, 
while the banking operations are secondary or derived. 

§ 149. How national debits and credits affect the market. — 
A national credit may be defined as a right possessed by a 
resident (or by the government) of a given country to receive 
money from abroad. The right may be to receive a designated 
quantity of home money as is the case where an American 
sells merchandise or securities abroad for a price stated in 
dollars; or it may be a right to receive a specified sum of 
foreign money, as when any such merchandise is sold for a 
price stated in sterling. In the latter case the holder of the 
right to foreign money usually converts it into home money 
simply by selling foreign exchange at the existing rate in the 
home market. A national debit is an obligation imposed upon 
a resident (or the government) of a given country to pay 
money abroad, whether, of course, a specified amount of 
foreign or of home money. It should be noted a "national" 
credit or debit does not here signify merely a governmental or 
state right or obligation. 

The great body of national credits and debits of a given 
country are produced by the commercial and banking trans- 
actions of private houses and firms. It is a simple matter to 
tell whether a given transaction brings into being a national 
credit or a national debit, for we can always tell whether be- 
cause of this transaction one of our residents stands to receive 
or stands to pay money. In fact, calling a right to receive 
money a national credit adds nothing to our information re- 
garding the tendencies of a given commercial or banking trans- 
action, but merely gives us a convenient name for this right. 

There is a definite principle governing the effects of national 
credits and debits upon the foreign exchange market. A na- 
tional credit always works out its effect on the foreign ex- 
changes in one of the three following ways: 

1. It increases the supply of foreign exchange for sale in 
the home market (without exerting a direct influence upon 
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the supply of or demand for bills in the exchange market of 
the other country). 

2. Or it exerts no direct effect upon the home market but 
instead increases the demand for bills in the market of the 
foreign country, acting in the capacity of a national debit 
there (the national credit of one country being, of course, 
always the national debit of some other) . 

3. Or a national credit may act both to increase the supply 
of foreign exchange in the home market and to increase the 
demand for foreign exchange in the other country's market. 
(A national credit has both these effects whenever settlement 
is arranged for under a commercial letter of credit authorizing 
drafts on a third country ; or whenever the exporter draws on 
the importer for money of a third country.) 

It appears, then, that an increase of the supply of foreign 
exchange in the home market, and an increase of the demand 
for foreign exchange in the market of the other country, are 
in some regards equivalent. Either may be the product of a 
like or common cause. In point of fact also, both are alike 
fundamentally in the further effects which they themselves 
produce or tend to produce upon the gold movements and dis- 
count rates. Thus (speaking as if England were on the gold 
standard) an increase of the supply of sterling exchange in 
New York tends to drive down the rate for sterling toward the 
gold-import point and to produce a gold import into New York 
from London, and an increase of the demand for New York 
exchange in London tends to drive up the rate for this exchange 
there toward the London gold-export point, and to produce a 
gold export from London to New York. And these two gold 
movements are, of course, the same. 

In a similar manner a national debit always works out its 
effect upon the foreign exchanges in one of three ways: 

1. It may increase the demand for foreign exchange in the 
home market (without directly influencing the supply of or 
demand for bills in the market of the other country). 

2. Or it may increase the supply of bills in the market of 
the other country (without directly affecting the home market 
for foreign exchange). 
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3. Or a national debit may act both to increase the demand 
for foreign exchange in the home market and to increase the 
supply of foreign exchange in the foreign market. (This is 
the converse of case 3 under national credits.) 

In sum: If a national credit directly affects the home mar- 
ket for foreign exchange in any way, it serves always as a 
source of supply of exchange, and its existence tends to lower 
exchange rates and works in the direction of occasioning gold 
inflow. If a national debit directly affects the home market 
for foreign exchange in any way, it serves always as a source 
of exchange demand, and its existence, therefore, tends to raise 
exchange rates and works in the direction of producing a gold 
outflow. 

When we explain that an operation of commerce between 
two cities may be so settled that in one of the two there will be 
no effect produced upon exchange supply and demand, we must 
be careful to state only that there will be no "direct" effect. 
This implies, of course, that there may be an indirect effect on 
the exchanges in the city where there is no direct effect. If 
New York exports goods to Paris, and if settlement is 
accomplished by New York's drawing exchange on Paris, it 
is true that while this operation works no direct effect upon 
the Parisian foreign exchange market, it does tend to produce 
an indirect effect in that market, especially upon the Parisian 
rates of exchange on New York. For the New York operation 
takes part in producing a general exchange situation which 
through arbitrage tends to react upon the exchange market of 
Paris itself. That is to say, in the interest of accuracy we 
must restrict certain preceding assertions to the "direct" 
effects of the given commercial operation upon the given ex- 
change market. 

Returning now to the table giving the classification of 
sources of exchange supply and demand, we find the first 
source listed is "commerce in merchandise." This has refer- 
ence to the commerce in merchandise of any given country. 
The second column of the table indicates that the country's 
exports of goods create a supply of drafts in its own exchange 
market. This is true, provided the export is settled for in 
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any way that has a direct effect upon the home market for 
exchange. If settled in some other way, this same export will, 
acting as the other country's import, create a demand for 
exchange in that other country. Such a demand for exchange 
is what is indicated in the third column of the table by the 
item "drafts needed to pay for imports of merchandise." Simi- 
larly, the given country's imports either directly affect its own 
exchange market and produce a demand for bills, or they act 
as the exports of the other country and produce a supply of 
exchange in it, serving as its national credit. 

Special features of the securities traffic. — The initial effect 
of an export of securities is precisely the same as that of an 
export of merchandise, namely, to produce a national credit. 
But bonds and stocks generally pay interest and dividends. 
Thus, while the sale of our securities abroad creates a national 
credit in the first instance, the interest and dividends due the 
foreign holders produce a subsequent stream of lesser national 
debits. It being assumed that these credits and debits are 
settled for by sales or purchases of exchange in our own mar- 
ket, the sale of a security to a foreigner produces a supply of 
exchange, while the later necessity of paying him interest 
produces an intermittent and in general regularly recurring 
lesser demand for exchange. The repurchase, or the payment 
at maturity of foreign-held securities of our issue, occasions, 
of course, a large increment of demand for exchange but has 
the further effect of terminating an intermittent and lesser 
demand for bills. 

The United States Bureau of Foreign and Domestic Com- 
merce publishes from time to time a bulletin entitled "The 
Balance of International Payments of the United States." We 
reproduce on pages 438 and 439 Table 25 from the issue of 
June, 1932. 1 

§ 150. The spreads among the rates of a given domicile. — 
The group of rates in a given country on some one other coun- 
try rise and fall together in a general way, acting like a 
constellation ; but the gaps or spacings are somewhat variable. 
The following group of rates would be representative in New 

1 Trade Information Bulletin, No. 803, p. 76. 
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York, when England is on the gold standard with the old 
pound sterling. 2 

Sterling 

Cables 4.8765 

Demand 4.8715 

Sixty days 4.83 

Ninety days 4.8160 

It is evident that economic interest or time-discount lies at 
the root of the explanation of the spreads. 

A telegraphic transfer gives the purchaser the benefit of the 
foreign funds he has bought, earlier than a demand draft does, 
the period gained being substantially the mail time between 
the two countries. Between the China coast or Australasia 
on the one side and England on the other, this will be a 
considerable period. Between New York and England it will 
in present times be perhaps five days. As for the seller of a 
cable transfer, he loses interest on foreign funds. There are 
many different interest and discount rates ruling at a given 
moment in such money centers as New York or London. To 
the question as to which money rate governs the cable spread, 
there does not seem to be a definite or single practical or 
theoretical answer. We had best be content to say that both 
because the buyer of a cable saves interest and because the 
seller of it loses interest, cables sell at a dearer rate than 
demand drafts. In quiet times, the sterling cable spread in 
New York is likely to be %0 on the pound sterling, as shown 
in the example above. 

2 From the beginning of the World War until 1925, England was off 
the gold standard. On September 22, 1931, the country was forced to 
give up gold payments again. During these periods of suspension the 
rate for demand sterling in New York has not been confined within 
the usual or normal narrow zone. This has had the effect of making 
investment in long sterling bills very speculative and thus, on the whole, 
unattractive to bankers. Furthermore, long sterling bills have been 
created in a greatly reduced volume in this country. Much of the time 
quotations for them have failed to appear in the newspapers. Even 
during the years 1925 to 1930, the traffic in long sterling did not ap- 
proach its former importance. The increased resort to bank credits 
of American domicile helps to account for this. 
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History of the Sterling Cable Spread in New York. — Prior 
to the World War, the largest and the smallest cable spreads 
in the rates for sterling recorded in New York, at least 
within the present, century, were experienced at the time of 
the panic of 1907 and in the weeks of financial stagnation 
immediately following. It is doubtful if we can tell from 
newspaper reports precisely what the extreme spread was on 
days of great fluctuations. Some reports quote only one sight 
rate and one cable rate for each day, but the better ones give 
the highest and lowest, or perhaps the opening and closing 
rates. Each of the monthly issues of the Bank and Quota- 
tion Supplement of the Commercial and Financial Chronicle 
(New York) has a table showing the high and low rates for 
the chief classes of sterling exchange for each business day 
of the preceding month. The following data are from the 
Chronicle's table for November, 1907: a 



Nov. 


7. 


Sight, 4.86 -4.86% 


Cables, 


4.89%-4.90 


Nov. 


13. 


Sight, 4.86%-4.86% 


Cables, 


4.90 -4.90% 


Nov. 


16. 


Sight, 4.8794-4.88 


Cables, 


4.9054-4.91% 



Examination of the reports of such papers as the New York 
Times or the Wall Street Journal shows they are likely to 
differ from the Chronicle and from each other with respect to 
the exact figures which have been quoted on a given day, 
especially if the market has been changeable. Taking, how- 
ever, the figures copied above from the Chronicle, and assum- 
ing that the highest recorded cable rate was made at the same 
time of day as the highest sight rate, we discover the following 
spreads: 

Nov. 7. Sight, 4.86% Cables, 4.90 Spread .0375, or 3W per £ 
Nov. 13. Sight, 4.86% Cables, 4.90% Spread .0375, or 3%<? per £ 
Nov. 16. Sight, 4.88 Cables, 4.91% Spread .0350, or 3%«* per £ 

The rates for November 16th are of interest as showing the 
highest price for cables reached during the period of the panic. 
The Chronicle's table for August, 1908, a month in the ensuing 
period of stagnation, contains these quotations: 

3 Bank and Quotation Supplement, Dec, 1907, p. 22. 
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Aug. 17. Sight, 4.8650-4.8660 Cables, 4.8660-4.8665 

This shows a spread of .0005, but perhaps it was never actually 
below .0010, which is a figure found in a number of published 
reports for various days in this period. ' 

From these data it would appear that the cable spread has 
within a period of ten months varied from 375 points to 10 
points, or from S%$ to % of 10 per pound. The greatest 
spread was 37% times the smallest. 

On August 1, 1914, just after the outbreak of the Great 
War, the rate in New York for sterling cables touched the 
astonishing figure of $7.00 per pound. Extensive transactions 
did not take place at this rate, but it is reported as one 
actually reached. For the same day, the Commercial and 
Financial Chronicle reports the sight rate as having been at 
$5.50 to $6.00 per pound. No doubt some sales actually took 
place at these figures. If so, there appears to have been a 
cable spread of from $1.00 to $1.50 per pound, the abnormality 
of which is easily appreciated by comparing it with an ordi- 
nary spread of about y 2 fi. On August 1st and for several days 
thereafter the exchange market, or exchange mechanism if one 
prefers, was really not functioning. 

The Spreads for the Long Rates (illustrated by "normal" 
sterling examples in New York). — On earlier pages we have 
considered the methods of computing the buying rates for long 
bills and have also discussed the factors governing investment 
in these instruments. It remains to bring these matters to- 
gether and summarize them. (As heretofore we give illustra- 
tions which assume England to be on its old gold standard. 
We also assume normal and healthy international credit rela- 
tions.) The spread between the sight and a given long sterling 
rate depends upon the contemporary discount rate as major 
factor and upon stamp tax, commission, and profit, as minor 
factors. In an ordinary case perhaps % of the spread will be 
due to discount. The question arises, which discount rate is it 
that governs, that in the drawing city (e.g., New York) or that 
in the domicile city (e.g., London) ? The answer may be formu- 
lated in the following rule: When the discount rate in the 
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domicile city is the lower of the two, it alone governs that part 
of the spread due to discount. When the discount rate in the 
drawing city is the lower, it may affect, though it will not 
fully govern, the spread. Stating this in a slightly different 
form, the spread tends never to be greater than the figure 
proportionate to the discount rate in the domicile city but it 
may be less than this when the discount rate in the drawing 
city is lower, though it will not become much less. 

Continuing with illustrations drawn from the New York 
market for sterling exchange, if the London money rate (ap- 
plicable to the type of long sterling in question) is 3% and the 
New York rate is higher, the London rate will govern exclu- 
sively, whether the New York rate is 4, 5, or 6%. When the 
rate for sight sterling is 4.85 and the London discount rate 
for a certain class of merchants' ninety days bills is 3%, the 
buying rate for these bills would be 4.8070 to yield the pur- 
chasing banker a profit of nearly %0 per pound. The full 
spread is then 4.300. Money rates in New York being higher 
than in London, the best use the banker can make of these 
bills is immediate discount on arrival in London. In this use 
they are worth 4.8070 per pound and would be worth no less, 
whatever be the height to which New York money rates ascend. 
Nothing is changed so long as demand sterling can be sold at 
4.85 and London will discount (for arrival) at 3%. 

Let us suppose that the money rate in New York becomes 
the lower. To obtain a strong case suppose that no more than 
2% can be had in our market for short-term employment of 
money in ways equally good with investment in sterling bills 
of the kind we are considering. Assume further that the Lon- 
don discount rate for these bills is now 4%. Under these 
conditions it is quite possible that the spread will no longer 
follow the London discount rate. On the other hand, however, 
it is very unlikely it will be governed rigidly by the New York 
money rate of 2%. To explain: if the spread continued to be 
proportionate to the London money rate, our bankers would 
be able to make about 4% by investing in long sterling, pro- 
vided the rate for sight sterling should remain as high at the 
termination as at the beginning of the investment. Therefore, 
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if the indications for the course of sight sterling seem favorable, 
it is probable the banks will compete for these sterling bills. 
If they yield 4% while corresponding domestic investments 
give but 2%, bidding is likely to be sufficiently spirited to 
drive the rate for them up at least a little distance, and so 
decrease the spread. It is safe to say this rise will never go 
so far as to make the spread correspond to the 2% money rate 
of New York, and in fact it is improbable it will go more than 
a small proportion of this distance. The reason is the risk of 
exchange. Thus we say that when the money rate is lower in 
the drawing than in the domicile city, it affects but does not 
fully govern the spread. 4 

Basic or Focal Position of the Sight Rate. — Every primary 
spread is one between the sight rate on the one hand and some 
other rate on the other hand. Each of the other rates of a 
group is tied directly (whether in a loose or tight relation) to 
the sight rate, and there are no other ties. The bids and 
offers of other rates are computed from the sight rate as a 
basis, but the sight rate itself is not computed from any other 
rate but is determined independently in the market by the 
conditions of supply and demand. 

The notion that the telegraphic transfer rate is in some 
sense the fundamental or pure rate of exchange has a certain 
plausibility. Without attempting to analyze this notion 
exactly, we perceive that it carries the suggestion that other 
rates of exchange, including the sight rate, hang or depend 
from the telegraphic transfer rate, each being lower by an 

4 The rule formulated in this section was stated by the eminent 
Dutch economist, N. G. Pierson, in his Principles of Economics (trans- 
lation), London, 1902, Vol. 1, pp. 527-9. 

At times when the money rates are lower in the drawing city (e.g., 
New York) it is possible there will be few or no finance bills being 
offered, but long bills drawn by merchants on foreign bankers and 
merchants will continue to come forth in the usual volume. It is to 
be kept in mind that up to the time of the outbreak of the war, it was 
as a matter of fact a rare occasion for money rates to be lower in 
New York than in London, and thus as far as experience goes, the 
spreads for long sterling in New York have been governed by the Lon- 
don discount rate. For a time during the panic of 1907, it must be 
said, they seemed to be governed by nothing in particular. 
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amount governed by discount or interest. Taking actual de- 
terminations or adjustments of rates as they take place in 
the real market, this suggestion is incorrect. Sight bills are 
never discounted in any real sense. They are not in fact 
bought and sold under a quoted discount rate and never will 
be. Again, the rates for long bills are not properly computable 
from the telegraphic transfer rate. The truth of the matter is 
the long rates are (times of financial turmoil apart) rather 
precisely determined in reference to the sight rate, while the 
cable rate is to one side being related more loosely to the sight 
rate, and being related to the others only through the sight 
rate. The claim of the sight rate to be basic in the group is 
further substantiated by the fact that it is the only rate in 
which both gold-export and gold-import points can be located. 
There can be a gold-import point in the rate for telegraphic 
transfers, but there can be no gold-export point in it. Tele- 
graphic transfers on London in general cannot be sold in New 
York to-day against a gold export of to-day, and it is not the 
cable rate of to-day, but the sight rate which determines the 
feasibility of the shipment. When we say that the exchange 
rate is usually confined between the gold points, it is the sight 
rate of which we speak. 

§ 151. Arbitrage and the interrelation of rates. — We turn 
now to the interrelations among rates in or on different coun- 
tries, as determined by arbitrage in exchange. 

Consider, first, mutual or reciprocal telegraphic transfer 
rates, or a pair such as the rate in New York on London 
coupled with the rate in London on New York. Uninter- 
rupted communication, legal freedom of dealing, and continu- 
ous and active markets being assumed, the effect of arbitrage 
is to force the pair of mutual rates to a position of parity. 
This is any position at which the two express or record 
the same value-ratio between the two national currencies. If, 
according to New York's rate for cables on London, pounds 
are to dollars as 4.8620 to 1, the London rate for cables on 
New York will be in a position of parity when it records this 
identical ratio. 

If the rates deviate from parity, even to a very slight extent, 



MATTERS GENERAL AND THEORETICAL 447 

two-point arbitrage comes into action and forces them to 
parity or to a negligible distance from it. 5 It should be under- 
stood there are an indefinite number of positions of parity. 
The following extraordinary pairs are all at parity, in the 
arbitrager's sense: 

New York on London London on New York 

(dollars per pound) (pence per dollar) 

$ 3.20 75 d. 

% 1.50 160 d. 

$ 7.00 34.286(1 

$45.20 5.309d. 

$ 4.8666 . . . .gold par. . . . 49.317d. 

The first four rates in New York on London are so far away 
from the normal gold par that they look, as one might say, 
unnatural. Nevertheless, the quotations of $3.20 and $7.00 
were actually reached during the World War. In ordinary 
times the pair of rates will be confined practically between the 
gold-points, but it is not in the least arbitrage that acts so to 
restrict them, but the shipment of gold. Arbitrage as an eco- 
nomic force is satisfied, so to say, whenever the rates reach a 
position of parity, whatever be the tilt of the pair. 

It is only the cable rates that arbitrage tends to bring to a 
complete parity. London's sight rate on New York will be 
lower (in the sense of cheaper) than London's cable rate on 
New York. New York's sight rate on London will be lower 
than its cable rate on London. A moment's reflection, or work 
with a pencil, will make it clear that if the mutual cable rates 
are at a parity the mutual sight rates cannot be. 

Next to be considered is the wider problem of the interre- 
lation of rates, or their interrelations in three or more coun- 
tries. By reason of arbitrage again, the rates in all countries 
are bound together in a certain curious manner, with the result 
that in some respects their movements are constrained or 
conditioned while in other respects left free. These wider 
effects do not flow from the two-point but from the three- 
point and more complex forms of arbitrage. It must be said, 
however, that two-point and three-point arbitrage, carried out 

B Compare § 102. 



448 FOREIGN EXCHANGE 

wherever the movements of rates present opportunities, are 
together competent to produce all the effects on the world's 
rate-structure that it lies in arbitrage to produce. If four- 
point or more complex operations were unknown or impossible, 
arbitrage would be lacking nothing as an economic force. 

Consider three cities, each of which buys and sells tele- 
graphic transfers on the other two. London, Paris, and New 
York will serve. Three national currencies are involved. 
There are likewise three value-ratios between currencies and 
three only. These are the ratios: 

1. Between francs and pounds 

2. Between dollars and pounds 

3. Between dollars and francs 

Two-point arbitrage is sufficient to make each pair of mutual 
rates of exchange agree as to the value-ratio to which they 
pertain. If the London cable rate on New York makes 
£1 = $4.86, the New York cable rate on London must to be at 
parity make the ratio just the same, and could not, for 
example, be at 4.85. The mutual telegraphic transfer rates be- 
tween London and Paris will have to agree on some figure, let 
us say £1 = 124.20 francs. With these two ratios determined 
or taken for granted, there is only one position harmonious 
with them or at a parity with them for the ratio between New 
York and Paris to assume, namely, $1 = 25.556 francs. If 
£1 = $4.86 and £1 = 124.20 francs, at parity (i.e., without 
contradiction) $4.86 must equal 124.20 francs, which means 
that $1 must equal 25.556 francs. It is three-point arbitrage 
that is capable of forcing all three value ratios to agreement 
or noncontradiction, in a word, to "parity" as the arbitragers 
use the term. Why it acts in this manner should be clear in 
view of the explanations that have already been offered in 
Chapter XV and especially in § 104. 

There are an indefinite number of positions of consonance 
or parity. For example, the following is one: 

£1 = 50 francs 
£1=2 dollars 
$1 = 25 francs 
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The fact that these ratios are far from present quotations does 
not mean that they are not at perfect parity. Once they were 
established, there would be nothing in arbitrage as an economic 
force to change them. 

To summarize: it appears that in any three countries, 
having active exchange dealings with one another, arbitrage 
tends ever to produce a certain condition of equilibrium 
among rates. Complete parity is producible only among the 
rates for telegraphic transfers. 

1. The condition of perfect equilibrium among cable rates 
in the triangle of the three countries, A, B, and C, involves 

(a) The parity of each mutual pair of rates 

(b) The parity of either rate between any two of the countries, 
as A and B, with the opposite pair consisting of (1) either 
rate between C and A, coupled with (2) either rate be- 
tween C and B, and finally as a consequence 

(c) The perfect consonance of the three exchange-ratios between 
the three currencies 

2. There are an indefinite number of positions of perfect 
equilibrium or perfect consonance of value ratios. 6 

3. Except for cases of complete or partial failure of arbi- 
trage by reason of inactivity of markets for certain classes 
of exchange and inadequacy of communications, triangles of 
countries such as the one just considered would form them- 
selves to connect each single country in the world with every 
other possible pair of countries. An approximation to this 
result is obtained in actuality. 

If we suppose there are four countries in a system, namely, 
A, B, C, and D, and suppose that after the rate structure of 
A, B, and C has reached the position of consonance of value- 
ratios, D is added, and its rates with B and C form another 
perfect triangle, then the rates of the whole four as a system 

6 The sum of the angles of a triangle equals two right angles (except 
in non-Euclidean geometry) but there are an infinite number of shapes 
of triangles. Arbitrage imposes certain restrictions upon the configura- 
tion of the rate structure of three countries, but there are theoretically 
an infinite number, and practically an indefinite number of positions 
still open to this structure even under these restrictions. 
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will have reached the position of consonance, without further 
adjustments, and the rates for any three out of the four will 
be in the position of consonance. By successive additions, in 
this manner, of one country after another we can in imagina- 
tion build up the rate structure for the principal commercial 
countries of the world. 

If, in conclusion, we examine the significance which the 
interrelation of rates due to arbitrage has for the foreign 
exchange market in some one country, we find that the value 
of the currency unit of that country in terms of the moneys of 
other countries is free to rise or fall to any extent whatsoever. 
That is, arbitrage will not set any limits on the duration or 
extent of such a movement as a whole. It will merely impose 
one condition upon its manifestation in the market for foreign 
exchange. As the value of the local money (in terms of other 
moneys) rises, the local rates for exchange on other countries 
fall, and vice versa. The effect of arbitrage is merely to make 
it necessary that the separate rates on all the other different 
countries should fall or rise in just the same proportion, 
unless their relative values change meanwhile. 

When several countries maintain the gold standard, in 
external as well as internal relations, and keep the weight of 
their gold money-units unchanged, the fluctuation of rates 
among these countries will be quite closely confined, not in 
the least through the influence of arbitrage but through that 
of gold shipments. The fluctuations of the value of an incon- 
vertible paper currency, against the background of the other 
moneys of the world generally, will depend in part on the 
course of the values of these other moneys in terms of com- 
modities and in part on the variations of the value of the 
inconvertible paper measured in the same manner. The fate of 
the money at home depends, of course, on the policy pursued 
by the government issuing it. The one great and significant 
principle is that the greater the quantity of it kept in circula- 
tion, the less its purchasing power over goods tends to be. 
Increase its quantity enough and its purchasing power fades 
towards the vanishing point. Arbitrage is, of course, possible 
in a country with inconvertible paper money. 
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§ 152. Concerning the international distribution of gold. — 

(In this, the final section, the writer takes the liberty of 
expressing his opinions without adequate argument.) 7 It has 
been held in this book that, assuming the best definition of 
"money," bar gold is not money, even when it serves as a 
reserve for circulating notes or when it is being shipped in 
settlement of international balances. Be this as it may, bar 
gold held in reserves is certainly put to a monetary use, and 
for the time being exclusively to such a use. We speak of it, 
therefore, as "monetary gold," even if it is not precisely money. 

Are the shares of the gold-standard countries, in the avail- 
able world stock of monetary gold, governed in accordance 
with any fundamental economic principle? We observe this 
metal flowing back and forth, redistributing itself among these 
countries from time to time, under the influence of certain 
proximate commercial and financial factors which are oper- 
ative primarily by way of their effects on the exchange rates. 
Is there anything behind the scenes, explaining fundamentally 
the sharing in the whole supply by the different countries? 

First might be advanced the negative hypothesis that noth- 
ing governs here: that there are no economically "normal" 
shares for the several countries. The maldistribution of gold 
in the present disturbed state of the world (1932) 8 lends per- 
haps some support to this idea. There are writers, lay and 
professional, who more or less clearly represent that the shar- 
ing of the different countries in the world's monetary gold is 
determined solely by competition in central bank and money 
market rates, a competition perennial and ever renewed ac- 
cording to what are conceived to be the fundamentally hap- 
hazard flows of the metal here and there. But this, a 
supposition of a sort of economic anarchy, seems hardly ten- 
able, even if it has more plausibility now than it has had 
under the ordinary conditions of the past. 

7 For a thesaurus of ideas and an extensive bibliography on the in- 
ternational distribution of specie, the reader might consult James W. 
Angell, The Theory of International Prices, 1926. 

8 Compare the table on p. 404n. showing the proportions of the world's 
supply of gold held in the principal countries. 
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A second idea, in some ways but not in all ways similar 
to the foregoing, is that gold tends ever to flow (in gold- 
standard regions) from places where interest on capital or 
money is low to places where it is high. If this thought is to 
be generalized into a theory of the distribution of specie, it 
must take the form that economic equilibrium would be 
reached when interest rates were equalized in the different 
countries, and that the "natural" shares of the several coun- 
tries are those which would produce this equilibrium. In the 
author's opinion, this hypothesis is radically unsound, judged 
both from the statistical and from the theoretical point of 
view. 

Lastly, it may be supposed that gold tends fundamentally 
to distribute itself in the proportions that will give it in the 
different countries a substantially equal value or general pur- 
chasing power over the mass of such commodities as it is 
practicable to move in international trade. It is conceded 
there are in this formulation many words of somewhat uncer- 
tain force, namely, (1) tends, (2) fundamentally, (3) sub- 
stantially, (4) general purchasing power, and (5) commodities 
movable in international trade. As for "tends," we say a 
thing tends to happen when there is a force or factor which 
would make it happen if it were not for other forces or fac- 
tors which disturb, distort, or prevent this result. Whether a 
tendency in economics is worth picking out and asserting is 
a question of judgment. 

If only first, goods of all kinds could be transported instan- 
taneously and without cost, and second, no import or export 
duties were levied on trade, and third, merchants and con- 
sumers had full knowledge of the prices and qualities of goods 
available everywhere: then presumably the prices of movable 
staples would reach virtual uniformity in different places 
when measured in ounces or grams of gold, and thus gold 
itself would reach a virtually uniform purchasing power over 
these things in the different countries. Since in the real world 
great and persistent effects are worked by the factors of inter- 
ference and friction which we have mentioned, we may only 
say that gold tends to distribute itself in such proportions as 



MATTERS GENERAL AND THEORETICAL 453 

to reach everywhere a substantial equality of purchasing 
power over the mass of commodities movable in international 
trade. 

We may think of each gold-standard country as having a 
natural share in the world's monetary gold, a sort of national 
quota, to which its actual stock ever tends to conform. 
National quotas are indeed changeable through the course of 
time in a changing world. They are certainly not ascertainable 
or determinable as statistical amounts or quantities independ- 
ently of the actual stock of specie. They depend on the vol- 
ume of business of the countries and upon their use of forms 
of currency other than gold and their use of mere bank deposit 
credit as media of exchange. They are affected by any alter- 
ations (whether arising from changes in law or in custom) 
in the relations between gold base and the currency and cir- 
culatory credit pyramided thereon. And to the degree that 
there is elasticity here, the quotas are rendered elastic or 
indeterminate. The theory is that when the actual stocks rest 
at the national quotas, an economic equilibrium exists for the 
time being. 

Consider two gold-standard countries, which we may call 
our country and their country. The traffic between the two 
which can result in monetary credits and debits consists chiefly 
of exports and imports of goods and exports and imports of 
funds or capital, the latter being manifested in the making 
and repayment of loans and the shipment of bonds and stocks. 
This traffic is made up almost wholly of a multitude of indi- 
vidually controlled transactions, individually motivated: an 
apparent anarchy of transactions. There is no reason apparent 
why the total of national credits and debits resulting should 
preserve a running or current equality or balance. Suppose 
now their country begins to sell us large excesses of goods 
and in general reaches a position where they stand to collect 
more and more from us and to pay less and less to us. As a 
permanent condition this is incompatible with our maintenance 
of the gold standard. (It is assumed for argument that we 
produce no gold or that we do not produce enough to dis- 
charge the continually accruing "unfavorable" balance.) 
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What are the defenses or remedies, natural or artificial, that 
are likely to come into play in this state of affairs? 

1. First, there will be a movement of the exchanges "unfa- 
vorable" to us. Exchange on their country will with us become 
dear because of the great demand for it here to make payments 
to them. With them, exchange on us will become cheaper and 
cheaper. Even before the exchanges thus reach our gold export 
point, this movement provides a natural remedy for the un- 
balance of our international dealings, but the remedy is far 
from a powerful one and it may easily prove inadequate in 
and of itself. The remedy arises of course out of the fact 
that the "unfavorable" shift of the exchanges operates to make 
things purchased abroad by us more costly in terms of our 
currency and thus tends to reduce our imports; and out of 
the converse fact that our exports are favored because of the 
cheapness of our exchange in their country makes things 
brought in from our country cheaper in their currency. 

2. But suppose the excess of our purchases nevertheless 
persists. We will then in the next act be forced to gold exports. 
Gold exports from our country (threatened or actually expe- 
rienced) tend to bring into action the special money market 
remedy of a rise of discount and interest rates with us. Con- 
versely, the inflow into their country tends to soften money 
rates with them. We have already considered how the central 
banks are likely to function in connection with these move- 
ments. All this tends to rectify the condition of unbalance. 
Their country is likely to transfer loanable funds to our coun- 
try to put out at our higher rates, and we likewise are apt 
to bring home any floating capital. This makes for payments 
by them to us, and for the strengthening of our exchange. 
(A more technical matter: they tend to invest in any long 
bills drawn on us and this operates to reduce for the time being 
the supplies of sight exchange on us.) 

3. But what if the difficulty in the balance of trade persists? 
The money market defenses which set themselves up provide 
us with only a temporary even if powerful remedy. They are 
exhaustible in nature and ultimately self-nullifying. What 
now? The reduction of our gold base must in the end lead 
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to a constriction of currency and credit. In the end this 
must happen despite the best efforts of the central bank or 
banks to prevent it. This constriction must produce a fall or 
relative fall in the home prices of our goods, especially in the 
more sensitive types of prices. In their country, conversely, 
prices are tending to rise. Thus our importations of goods 
will be reduced and our exportations will be stimulated. This 
reaction of the gold drain upon the balance of trade, carried 
far enough, effects the final cure. The price changes provide 
the remedy of last resort, a natural remedy. 

The present writer is convinced that this remedy is real, 
actually operative in the real world, though the conviction 
cannot be said to rest upon the firm foundation of statistical 
evidence. 

The doctrine of national quotas as here set forth involves 
the quantity theory in its mild form, i.e., the theory that an 
increase in the quantity of currency or circulating credit tends 
to raise the prices of commodities (or to keep them from 
falling as far or fast as they otherwise would). It does not 
commit one to any doctrine of precise proportionality between 
movements of the quantity of currency and the general level 
of prices. 

When we say that the tendency of gold to distribute itself 
in proportion to the national quotas is a fundamental tend- 
ency, we mean to acknowledge that gold flows are proximately 
controlled by other things than price levels for goods, other 
things on the surface and in plain view. 

It is true the plausibility of this theory is much strained at 
this particular juncture in the monetary history of the world 
(1931-1932). The international gold-standard system has in 
reality broken down, presumably, however, only for the time 
being. It is true a gold drain can become so great as to force 
a country off the gold standard before the natural remedy 
operates successfully to reverse the flow and restore to it an 
adequate stock of specie. It is true a country can get in such 
a bad way that the adverse trend in its balance of trade 
becomes for a time incurable. Nevertheless, we suggest that 
in sufficiently quiet and stable times this doctrine gives us a 
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correct description of the fundamentals of the distribution of 
specie. 

Among some consequences that must follow if the theory 
holds good are these: (1) If a country is a heavy producer of 
gold, it must steadily export this metal (in return for imports 
of other things): this to keep its stock from heaping up in 
too great an excess over its quota. This happens regularly in 
fact. (2) If a country borrows exceptionally large amounts of 
monetary capital from abroad during any period, it must take 
the proceeds mostly in goods and not in gold. Jacob Viner's 
study of the balance of payments of Canada has afforded us 
a striking inductive verification of this phenomenon. 9 (3) If 
a country adopts so strong a protective tariff policy as actually 
to cut down its import trade, its export trade will have to be 
cut down about equally unless it support its sales abroad for a 
time by augmented loans and advances to foreigners, i.e., by 
foreign investments (a process which is self-limiting after a 
while by reason of the accumulation of interest charges in its 
favor). This proposition, which lies at the very heart of a 
rational discussion of protectionism, is sometimes contested 
on the grounds that historically it can often be shown that 
some rapidly growing country shows an increasing export 
trade even immediately after an increase in its tariff duties. 
The answer is the exports nevertheless expanded less than they 
otherwise would have expanded. If the doctrine of national 
quotas did not hold, we would still have an indictment to bring 
against the perverted ideas of some protectionists (the hope 
of selling much abroad and buying little or nothing from for- 
eign parts) . For we can point out that if the check upon this 
procedure did not come early with the mere shrinkage of for- 
eign gold stocks, it certainly must come not very much later 
with the extinction of these stocks. The doctrine of national 
quotas here put forth is implicit in virtually all competent 
economic discussions of the war reparations and transfer prob- 
lems now troubling the world. It is implicit in the Ricardian 

fl Viner, Canada's Balance of International Indebtedness, 1900-1913 
(1924). Compare also Taussig, International Trade, 1927, Chap. XIX 
on Canada. 
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and classical theories of international trade and specie distri- 
bution. It simply amounts to the statics of the classical 
theory whether the expositors of that theory have clearly seen 
this truth or not. 10 

10 In the first edition of this book the author referred to the doctrine 
of national quotas as the "Ricardian" theory of specie distribution. In 
his Canada's Balance of International Indebtedness, p. 207, J. Viner 
shows that this is not consistent with some of Ricardo's express state- 
ments. He also quotes Mill and Cairnes to show that other classical 
economists did not subscribe to the notion that gold tends to an 
equality of exchange value in different countries. Still the doctrine 
given here is the true and developed statics of the classical line of 
theory. If Cairnes says that the gold prices of commodities will be 
higher in gold-producing regions, so do we ourselves say it. This 
chronic situation will be what leads to the continuing export of gold 
from such places. If water flows into some one of a group of connected 
barrels, it will doubtless be at a somewhat higher level in that par- 
ticular barrel, but this is compatible with the general explanation that 
water tends to a common level in the system of barrels. 
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Acceptance, 10-11; presentment 
for, 26; of bills in a set, 82; for 
honor, 92. See also Acceptance, 
bank. 

Acceptance account, 166, 219-20; 
and collateral, 166; conditions 
of, 166. 

Acceptance, bank; against trade 
bill as collateral, 196; to re- 
finance export, 197; financing of 
domestic goods, 198; financing 
storage of goods, 199; to "create 
dollar exchange," 200 ; for a spec- 
ulative profit, 276. 

Acceptance commission, 204; rate 
contrasted with interest rate, 205. 

Acceptance credit, sight credits, 
133-6; the sterling, 157. 

Acceptance houses, London, 229. 

Acceptance, trade, 79-80. 

Acceptances, as loans of credit 
rather than money, 158; power 
of national banks to grant, 158; 
power of Federal Reserve bank 
to deal in, 195. 

"Against" and "Upon," meaning, 
126-7. 

Andrew, A. P., 3n. 

Angell, James W., 451n. 

Arbitrage, of exchange, 297; in se- 
curities, 300; two-point, 306; 
three and four point, 311; and 
economic interrelation of ex- 
change rates, 446. 

Arbitrated par, or parity, 300; 
compared with gold par, 301. 

"Arrival" bills, 101. 

Arrival or forward discount rates, 
250. 

Article, the foreign exchange, 68. 

Assignment, 18. 

"Authority to draw," 207. 
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"Authority to Pay," or A/P, 146; 
substituted for revocable and un- 
confirmed credit, 150. 

"Authority to purchase," or A/P, 
206; and the right of recourse, 
210; distinguished from true 
bank credit, 211. 

Balance of international pay- 
ments, and the exchange mar- 
ket, 435; of United States, 
438-9. 

Balance sheet of a greater London 
bank, 233. 

Bank acceptance. See Acceptance. 

Bank, commercial, functions of, 48. 
See also Deposits, Loans. 

Bank credit, and the credit risk, 
124-5; defined, 127-8; use of illus- 
trated, 130; sight versus accept- 
ance credits, 133-6; export and 
import credits, a faulty classifi- 
cation, 134; clean, 136; revolv- 
ing, 136; straight versus negotia- 
tion credits, 137; irrevocable ver- 
sus revocable credits, 142; con- 
firmed versus unconfirmed, 143; 
"confirmed," European usage, 
145; conditions leading to can- 
cellation, 147-8; forms of letters 
recommended by Commercial 
Credits Conference, 148, 149, 152, 
154, 155; types of irrevocable 
credits, 151; with draft on im- 
porter without recourse, 153; 
dominance of sterling before the 
war, 158; importer's risks under, 
174 ; goods as collateral, 176 ; and 
risk of goods, 177; problems of 
administration of, 190; import- 
er's risk of goods under, 192-3; 
and the right of recourse, 210. 
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Bank credits, postwar repudiations 
under, 125; effect of World War 
upon, 147. See also Sterling 
credit. 

Bank of England, 240; discount 
rate of, 243; joint stock bank 
reserves at, 246; prices of gold 
at, 369; suspension of gold pay- 
ments, 369. 

Bank price of gold, 329. 

Bank guaranties, 128-9. 

Bankers as foreign exchange 
middlemen, 58. 

Banking, exchange, general scheme 
of, 58-9. 

Bar, gold, standard, 317. 

Beckhart, B. H., 396n., 413n. 

Big Five, in London, 231. 

Bill brokers, and the banks, Lon- 
don, 239; profit, 238; and dis- 
count houses, London, 285. 

Bill of Exchange, 8; convenience of 
in commercial settlement, 53; 
classes of, 69; trade, 78-80; typi- 
cal life history of in London 
money market, 252. 

Bill of lading, 83 ; straight or order, 
83-4. 

Bills of exchange, documentary, 
78; clean, 81; or drafts in sets, 
82; payable on "arrival" of 
goods, 101; containing an inter- 
est clause, 112. 

Borrowing, and lending by means 
of foreign time bills, 264, 273; 
interest cost, 278. 

Bounty, export and import, effects 
of shifting exchange, 425. 

Brokers. See Bill brokers. 

Bullion, gold, distinguished from 
money, 3; gold-bullion standard, 
317; standard, 327; value of 
token, 350. 

Bullion value of token money, 348. 

Cable, exchange, 71; sight, and 

long rates, interrelations, 261. 
"Cash against documents," 186. 
"Cash with order," 185. 
Cassel, Gustave, 412n., 414, 421. 



Central bank, and gold shipments, 
381 ; methods of influencing gold 
movements, 384; operations in 
exchange, 391; manipulation of 
price of gold, 393; interest free 
advances on gold by, 395; gold 
shipments by, 397; cooperative 
gold credits, 404. 

Certification and letters of hypothe- 
cation, 93. 

Certification of checks, 12n. 

C. F., 187, 189. 

Check, meaning of term, 14-5. 

C. I. F., 187. 

Clare, George, 107. 

Clean bills, 81. 

"Clean" credits, 136. 

Coining value of silver in United 
States, 352. 

Collateral, goods as, documentary 
bills, 90-1; goods as, beyond at- 
tachment, 92-3; and the accept- 
ance account, 166; clauses as to, 
contract for credit, 176; goods as, 
under bank credit, 176; banker's 
legal interest in goods as, 178; 
release of goods to importer, 
180-1 ; for bank acceptance, trade 
bill as, 196. 

Colonial and foreign bank 
branches in London, 239. 

Colonial clause, 115. 

Commercial bank, function of, 48. 

Commercial Credit Conference, 
forms of letters of credit recom- 
mended by, 148, 149, 152, 154, 
155. 

Commercial credit. See Bank 
Credit. 

Commercial paper, 7. 

Commission, for confirmation of 
credit, 144; acceptance, 204; rate 
for acceptance contrasted with 
interest rate, 205; of correspond- 
ent banks, 229. 

Commodity standard money, 
versus fiat money, 341; export- 
ability of, 346. 

Conference letter of credit, inci- 
dental stipulations in, 193-4. 
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Confirmed credit, versus uncon- 
firmed credit, 143; European us- 
age of the term, 145. 

Consignor, consignee, consignment, 
83. 

Contract for bank credit, 176; and 
importer's risks, 174; summary 
of, 177-8. 

Correspondent bank, the work of, 
226-9; the compensation of, 229. 

Credit risk, and the "bank credit," 
124-5. 

Credit, traveler's letter of, 212. 
See also Bank credits. 

Cross or return draft, 103; in 
money of a third country, 110. 

I 

Dealers in exchange, classification 
of, 54. 

Defenses, on negotiable instru- 
ments, 19. 

Deposits and reserve, 49. 

Discount and premium as "ex- 
change," 121. 

Discount houses, London, 285. 

Discount on exchange, methods 
of computing, 61, 63-4; quota- 
tion of, 65. 

Discount rate, when substituted 
for interest rate, 44; official, of 
Bank of England, 243; and gold 
shipments, 385. See also for- 
ward rate. 

Discount, versus interest, 33; and 
interest, rates of, 37; termi- 
nology of, 44; "true" and 
"bank," 45; conceived of as in- 
terest in advance, 45. 

Dishonor of negotiable instru- 
ments, 28. 

Distribution of gold, international, 
451. 

Division of Analysis and Research 
of Federal Reserve Board, 99n., 
146n., 182n. 

Djorup, C, 2n., 221n. 

Documentary bill (or draft), 78; 
insurance, 85; hypothecation or 
pledge, 89; power of sale, 90; 
goods beyond attachment, 92-3. 



Documentary credit. See Bank 
credit. 

Documentary instructions, 87; and 
the Uniform Bills of Lading Act, 
89n. 

Documents, attached to bills, 
classes of, 79, 81 ; reasons for at- 
taching to bills, 80. 

Dollar and sterling credits, 157. 

Dollar exchange, bankers' accept- 
ances to create, 200. 

Dollar loans by foreign banks in 
New York, 273. 

D. P. and D. A., 87. 

Draft, meaning of term, 14-5. 

Drafts containing interest clause, 
112. 

Drafts in sets, 82. 

Drawee, 10. 

Drawer, 9-10. 

Edwards, G. W., 134n., 141n., 146n. 

Einzig, Paul, 406, 406n. 

England, suspension of gold pay- 
ments, 369. See also Bank of 
England, Sterling. 

"Exchange," as premium or dis- 
count on bills, 121. 

Exchange. See Bills of Exchange, 
Risk of Exchange. 

Exchange, various senses of, 1; 
definition of, discussed, 15; clas- 
sification of dealers in, 54; bills 
of, classes of, 69. 

Export and import credits, faulty 
classification, 134. 

Export bounty effect of depreciat- 
ing exchange, 425. 

Export point, gold, 408. 

Exports and imports and exchange 
supply and demand, 57. 

F. A. S., 187. 

Federal Reserve bank, power to 

deal in acceptances, 195. 
Federal Reserve Board, Division 

of Analysis and Research, 99n., 

146n., 182n. 
Fiat versus commodity standard 

money, 341. 
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Finance bills, 273, 280-2; and go- 
ing short, 294. 

First and second of exchange, 82. 

Fisher, Irving, 45n., 345n. 

F. O. B., 187, 188-9. 

Foreign balance, 219-20; the ad- 
ministration of, 221-5. 

Foreign draft, in home money, 
102; in money of a third coun- 
try, 109; risk of exchange and, 
111. 

Foreign draft in home money. See 
Home money. 

"Foreign exchange," meaning of, 1. 

Forward discount rate and long 
sterling rates, 252. 

Forward exchange, 286; and specu- 
lation, 288; as means of hedging, 
287; supply and demand, 294. 

Forward or arrival discount rate, 
250. 

France, Bank of, historical gold 
premium policy, 396. 

France, rates on, in United States, 
73-4. 

Free coinage and the gold stand- 
ard, 325. 

Future exchange. See Forward ex- 
change. 

Germany, rates on in United 

States, 75-6. 
Germany. See Reichsbank. 
Gold-bar (or bullion) standard, 

317; price of gold under, 334. 
Gold bullion, distinguished from 

money, 3. 
Gold-coin clause and legal tender 

in United States, 7. 
Gold-coin standard, 317; price of 

gold under, 332. 
Gold dealings of Federal Reserve 

Bank of New York, 375. 
Gold Delegation of League of Na- 
tions, report of, 406n. 
Gold export, calculation of profits 

from, 360, 364. 
Gold, fluctuating purchasing power 

of, 336. 
Gold, international distribution, 



451; Ricaidian theory of, 457n. 

Gold par, 321; compared with ar- 
bitrated par, 301; distinguished 
from actual values, 323. 

Gold pars, table of, 377. 

Gold points, 408; variable, and 
paper exchanges, 414. 

Gold premium policy of Bank of 
France, historical, 396. 

Gold, price of, mint, bank, and 
market, 329; in United States, 
372; in melting pot, 375; central 
bank manipulation of, 393; in 
London under the suspension, 
418. 

Gold, question of "sterilization" of 
in United States, 403, 407. 

Gold reserves, table of, in various 
countries, 404. 

Gold shipments, classification of, 
357; for private profit, 359; in- 
terest as element in cost of, 378; 
central bank influence upon, 384 ; 
and discount rate, 385; interest 
free advances on, by central 
bank, 395; by central bank, 397. 

Gold-silver exchanges, 415. 

Gold standard, condition of main- 
tenance of, 318-20; and free 
coinage, 325. 

Gold standards, reestablishment 
and collapse of, in Europe, 217; 
suspension of during war, 413. 

Goods as collateral, under bank 
credit, 176; banker's legal inter- 
est in, 178; release of, to im- 
porter, 180-1. 

Gruny, C. R., lOln. 

Guaranties, bank, 128-9. 

Hedging, and speculation, 285; by 
means of forward exchange, 287. 

Home money, foreign bill in, 102; 
foreign bill in, and interest 
charge, 104; and risk of ex- 
change, 104, 107. 

Honor, acceptance for, 92. 

Hypothecation, and documentary 
bills, 89; letters and certificates 
of, 93. 
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Import point, gold, 408. 

Importer's reimbursement of bank 
for credit, 175. 

Importer's risk of goods, under 
bank credit, 192-3. 

Imports and exports, and exchange 
supply and demand, 57. 

"In Case of Need," 91-2. 

India House Conference, and its 
definitions of terms, 187. 

Indorsements, classes of, 21-2; 
"without recourse," 30. 

Indorser, liability of, 26. 

Inflation, postwar, of Reichsbank 
circulation, 413. 

Insurance, and documentary bills, 
85; certificates and policies, 91- 
93. 

Interest, terminology of, 44; ex- 
plicit, implicit, and nominal, 
45; as element in cost of gold 
shipments, 378. 

Interest and discount, 33; rates of, 
37. 

Interest charge, and foreign draft 
in home money, 104. 

Interest clause, drafts containing, 
112. 

Interest cost, in borrowing by 
means of exchange, 278. 

International distribution of gold, 
451. 

Interviews on Banking and Cur- 
rency Systems, 387. 

Investment in exchange, 264; the 
method of, 265; rate of interest 
gained in, 267; incidental specu- 
lation in, 270; termination prior 
to maturity, 271 ; and long posi- 
tion, 291. 

Irrevocable credits, versus revo- 
cable credits, 142; types of, 151. 

Jevons, W. S., 340n. 

Johnson, J. F., 341n., 345n. 

Joint stock banks, London, 231; 

reserves at Bank of England, 

246. 

Kami, E., 415n. 



Laughlin, J. L., 345n., 355. 

Lawful money (in United States), 
5n. 

Legal tender, 2, 5; legal tender 
powers United States moneys, 4, 
7; legal effect of proffer of, 5; 
use of legal tender power to 
force circulation of paper, 6; 
and gold coin clause in United 
States, 7. 

Lemoin, R. J., 396n. 

Lending and borrowing by means 
of foreign time bills, 273. 

Letter of credit. See Bank credit. 

Letters and certificates of hypothe- 
cation, 93. 

Letter of credit, stipulations in 
conference letter of credit, 193-4 ; 
traveler's, 212. 

Liability, of parties to negotiable 
instruments, 24; of indorser, 26; 
of vendor of negotiable instru- 
ments, 26. 

Loans, and reserve, 50; character 
of commercial bank loans, 51. 

Loans sterling, 277. 

London money market, 229; re- 
discounting at Bank of England, 
245; table of rates, 248; life his- 
tory of a bill in, 252. 

London, sterling credit and as- 
sumption of burden of advance 
by, 168; acceptance houses, 229; 
joint stock banks, 231; the "Big 
Five," 231; balance sheet of a 
greater bank, 233 ; banks and the 
bill brokers, 239; colonial and 
foreign bank branches in, 239; 
bill brokers and discount houses, 
285; price of gold under the sus- 
pension, 418. 

Long, cable, and sight rates, inter- 
relations, 261. 

Long of exchange, going, 289; by 
means of investment, 291. 

Long rate, 254-9. 

Long sterling rates and forward 
discount rates, 251. 

Maker, of note, 13. 
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Market reports of exchange rates, 

65-6. 
Means of payment, table of, in 

United States, 4. 
Metric and troy weight, 366. 
Mint par, 321; distinguished from 

actual value, 323. 
Mint price of gold, 329; former in 

England, 368. 
Money, definition of, 2; distin- 
guished from gold bullion, 3. 
Money market of London, 229. 

See also London. 
Money rates, table of London, 

248-9. 

National banks, power to grant ac- 
ceptances, 158. 

Negotiable instruments, defenses 
on, 19; dishonor of and notice 
of same, 28; "protest," 29; right 
of recourse on, 29; vendor's lia- 
bility, 30. 

Negotiability, 17. 

Negotiation, 21. 

Negotiation versus straight credits, 
137. 

Norton on Bills and Notes, 32n. 

Note, maker of, 13; the negotiable 
promissory, 12. 

Notice of dishonor, 28. 

Option, buyer's and seller's, 287. 

Paper exchanges, and variable gold 
points, 414; and purchasing 
power parity, 421; what governs, 
421-5. 

Par, mint or gold, 321; versus ac- 
tual value, 323; table of pars, 
377. See also Parity. 

Parity or par, arbitrated, 300; 
versus mint or gold par, 301. 

Parties to negotiable instruments, 
liability of, 24. 

Payee, 10. 

Payment, presentment for, 26. 

Pierson, N. G., 445n. 

Pledge, and documentary bills, 89. 

Poole, G. C, 2n., lOln. 



Power of sale, and documentary 
bill, 90. 

Premium and discount, in ex- 
change quotations, 61, 63-4; 
methods of computing, 65; as 
"exchange," 121. 

Premium, former gold premium 
policy of Bank of France, 396- 

Premium on exchange, curious in- 
stances, 62. 

Prepayment, 94. 

Presentment for payment and for 
acceptance, 26. 

Price of gold, mint, bank, and 
market, 329; under gold-coin 
standard, 332; under gold-bar 
standard, 334; at Bank of Eng- 
land, 369; in the United States, 
372; in the melting pot, 375; 
central bank manipulations of, 
393; in London under the sus- 
pension, 418. 

Protest, negotiable instruments, 29. 

Purchasing power parity doctrine, 
421. 

Quantity of money and its value, 
343, 344. 

Quotation of exchange rates, meth- 
ods of, 60, 64. 

Rate of exchange, 65-6; method of 
quoting, 60, 64; market reports, 
65-6; and supply and demand, 
430. 

Rate, rebate or retirement, 94; for 
time bills, 254-9. 

Rates of discount and interest, 37. 

Rebate rate, 94. 

Recourse, right of, 3; on nego- 
tiable instruments, 29; indorse- 
ment without, 30; and the "au- 
thority to purchase," 210; and 
the bank credit, 210. 

Rediscounting at Bank of Eng- 
land, 245. 

"Refinancing" of export, by bank 
acceptance, 197. 

Reichsbank, figures of postwar in- 
flation, 413. 
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Reimbursement for credit by im- 
porter, 175. 

Representative money, 348; versus 
standard money, 338; nonex- 
portable character of, 353. 

Reserve, in relation to deposits, 
49; in relation to loans, 50. 

Reserves, table of gold, in various 
countries, 404. 

Retirement rate of discount, 94. 

Return draft (or cross draft), 103; 
in money of a third country, 110. 

Revocable credits, versus irrevo- 
cable credits, 142; conditions 
leading to cancellation, 147-8. 

Revolving credits, 136. 

Ricardian theory of specie dis- 
tribution, 457n. 

Risks of exchange, 123. 

Risk of exchange, and foreign 
draft in home money, 104, 107; 
and draft in money of a third 
country, 111; defined, 170; illus- 
trative of in triangular settle- 
ment, 171-2. 

Risk of goods, or mercantile risk, 
123, 177; and bank credit, 177, 
192-3. 

Risk, the credit, 124. 

Rogers, J. H., 408n. 

Rosenthal, M. S., 2n., 122n. 

Settlement, methods of, classifica- 
tion of, 54-7; and terms of sale 
recapitulated, 184-5. 

Settlement, use of bills of ex- 
change in, 54-7. 

Short of exchange, going, 293. 

Short position and finance bills, 
294. 

Sight, cable, and long rates, inter- 
relations, 261. 

Sight versus acceptance credits, 
133-6. 

Silver, coining value of in United 
States, 352. 

Silver-gold exchanges, 415. 

Silver, price of, and gold-silver ex- 
changes, 416. 

Spalding, W. F., 146n., 335n., 371n. 



Speculation in exchange, 264, 285; 
and investment, 270; hedging 
and, 285; by means of forward 
contracts, 288. 

Spreads in exchange rates, 261; 
and the money rates, 218-19; 
the theory of, 440. 

Standard bullion, 327. 

Standard money, 315; versus rep- 
resentative money, 338; ap- 
proved characteristics of, 340; 
commodity and fiat, 341. 

"Sterilization" of gold, question of, 
in United States, 403, 407. 

Sterling acceptance credit, the his- 
torical, 157; how London as- 
sumes burden of advance under, 
168. 

Sterling credit, dominance of, be- 
fore the war, 158; in triangular 
settlement, 159; terms of Ameri- 
can letter, 160-1 ; banking opera- 
tions in use of, 163. 

Sterling loans in New York, 277. 

Sterling rates in the United States, 
72-3. 

Sterling versus dollar credits, 157. 

Straight versus negotiation credits, 
137. 

Supply and demand, exports and 
imports and exchange, 57; and 
the exchange rate, 430; sources 
of exchange, 431-3. 

Suspension of gold payment, in 
England, 369; during war, 413. 

Tate's Modern Cambist, 310n. 

Taussig, F. W., 456n. 

Telegraphic transfers, 71. 

Term (or life) of draft, 100. 

Terms and conditions of contracts 
of sale, 78, 183. 

Terms, commercial, definitions by 
India House Conference, 187. 

Terms of sale and methods of set- 
tlement recapitulated, 184-5. 

Time bills, rate for, 254-9. 

Token bullion, value of, 350. 

Token money, bullion value of, 
348. 
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Token money, continued. 
approved characteristics of sys- 
tem of, 355. 

Tolerance, 376. 

Trade bill, and trade acceptance, 
79-80; as collateral for banker's 
acceptance, 196; methods of 
handling summarized, 196. 

Transfer of funds, methods of, 304, 
309. 

Traveler's cheque, 214. 

Traveler's letter of credit, 212. 

Troy and metric weight, 366. 

Trust receipt, 179; various uses in 
domestic commerce, 182. 

"Upon," "against," meaning, 126-7. 
"Usance," 100. 



Value and quantity of money, 343, 
344. 

Vendor's liability, negotiable in- 
struments, 26, 30. 

Viner, J., 456n., 457n. 

Walker, P. A., 3n. 

War, World, and defaults under 
bank credits, 125; effect on use 
of bank credits, 147; and the ex- 
changes, 412. 

Ward, Wilbert, 129n., 133, 134n., 
146n., 151n., 191, 192n. 

Willis, H. P., and Beckhart, B. H., 
396n., 413n. 



Young, John P., 415n. 
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